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Dear Mr. President:

The Office of Advocacy of the U.S. Small Business Administration
is pleased to present The Small Business Economy: A Report to the
President. In 2004, the overall economic indicators improved as
the recovery gained momentum, and small businesses led the way.
Continued strong growth requires an environment that fosters
ongoing small business activity.

Small businesses were active in the economy of 2004, which was
characterized by stable prices and healthy increases in output, pro-
ductivity, and private sector employment. Financial market con-
ditions favored continued growth, and small business borrowing
increased. Small businesses also continued to benefit from federal

government acquisition of goods and services in 2004.

In March 2005, Economic Development Administration Assistant
Secretary David A. Sampson talked about the importance of small
business at the Office of Advocacy’s conference on Putting it
Together: The Role of Entrepreneurship in Economic Development.
He said, “Entrepreneurs are the engines of economic vitality and job
creation because they are committed to tapping in and leveraging
the power and the opportunities that private markets provide. We
need to increase the number of entrepreneurs and spread the spirit
of innovation and enterprise all across our country—even to regions
that are less vibrant than the rest of the country.”

This year’s report focuses a spotlight on the contributions and chal-
lenges of entrepreneurs in several demographic groups, namely
minorities and veterans. A review of literature by Robert Fairlie pulls
together the findings of a number of studies on minorities, including
African Americans, Asians, and Hispanics—their involvement in
entrepreneurship, including current trends, and the challenges that
stand in the way of even more impressive achievements.

A report on veteran business ownership draws together a wealth
of information from various studies on veteran business ownership



published by the Office of Advocacy. It also reports on the results
of a survey administered to a residential population of post-Korean
conflict veterans and to a population of veteran business owners
from all conflicts and peacetime periods.

Also featured is a report on federal and state agencies’ efforts to make
regulations less burdensome for small businesses. This year is the 25
anniversary of the enactment of the federal Regulatory Flexibility
Act of 1980 (RFA), and over its history, the Office of Advocacy has
worked diligently to monitor federal agency compliance with the law.
The Small Business Regulatory Enforcement Fairness Act, passed in
1996, strengthened its provisions, and your Executive Order 13272 of
August 2002 was crucial in fostering an environment in which agen-
cies take small firms into account when drafting new federal rules.
We continue to work to ensure that small business owners have a say
in the regulatory process. In fiscal year 2004, Advocacy’s involvement
resulted in more than $17 billion in regulatory cost savings and more

than $2 billion in recurring annual savings.

Small firms also face regulatory burdens at the state level. The Office
of Advocacy’s model legislation, developed in 2002, is designed to
encourage states to adopt regulatory flexibility laws. The initiative has
received a great deal of support from governors and state legislators,
resulting in the adoption of similar legislation or executive orders that

attempt to minimize regulatory burden on small business.

As the economy continues to improve, with an active and innova-
tive small business sector leading the way, we will continue to focus
on issues designed to create an environment where entrepreneur-
ship can flourish. Your administration’s leadership and support for

America’s dynamic small business sector continues to be critical.

Thomas M. Sullivan Chad Moutray
Chief Counsel for Advocacy Chief Economist
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Executive Summary

In this fourth edition of The Small Business Economy, the Office of Advocacy
reviews the economic environment for small businesses in the year 2004, as
well as the financial and federal procurement marketplaces. New research on
minority and veteran entrepreneurship are the subjects of Chapters 4 and 5.
Chapter 6 takes a new look at tax issues affecting small firms. In 2005, the
Office of Advocacy marks 25 years of working to improve the regulatory envi-
ronment for small businesses through the Regulatory Flexibility Act of 1980
and its subsequent improvements. Chapter 7 summarizes recent developments
in that arena, including Advocacy’s initiative to carry regulatory flexibility suc-
cesses to the state level. Chapter 8 examines the critical role of small businesses
in market-driven innovation. Appendices provide additional data on small
businesses and background information on the Regulatory Flexibility Act.

The economic recovery that began to emerge in 2003 continued apace in 2004.
Real gross domestic product increased at annual rates of 3.75 percent over the
course of the year. The labor market experienced moderate growth, as the econ-
omy added 1.3 million net new nonfarm private jobs. The estimated number of
new employer firms increased more rapidly than terminations, and the number
of self-employed also increased. Five quarters of available data, including data for
the first three quarters of 2004, indicated increases in establishments and employ-
ment from firm turnover, in contrast to the negative figures from the beginning

of 2001 to mid-2003.

Growth continued in the financial markets in 2004, as the economy continued
to expand. Spending by the household and business sectors increased, and the
core inflation rate remained moderate. Rates paid by small firms moved with

overall movements in interest rates, and net borrowing continued to increase



significantly. Federal borrowing declined slightly from the high of 2003, and
state and local governments returned to healthy budgetary conditions in 2004.
Most of the business borrowing was in the nonfinancial corporate business sec-
tor; noncorporate businesses increased borrowing, but at a moderate pace. The
number and value of the smallest loans under $100,000 declined, but at lower
rates than in the previous year. In the face of large banks’ increasing share of total
bank assets, their declining share of medium-sized loans warrants continued
attention from small business policymakers. Total business receivables by finance
companies increased moderately. The U.S. stock markets finished up slightly for
the year in a trend that was adequate to stimulate a very healthy market for initial
public offerings (IPOs). The overall IPO market was very active, with new 2004
issues valued at more than double the average levels of 2002-2003.

Small businesses benefited not only from federal acquisition of goods and ser-
vices from small firms in 2004, but also from changes that helped clarify the
federal procurement environment for small businesses. New subcontracting
regulations provided more and better guidance to large business subcontracting
with small businesses. Small business stakeholders were invited to participate
in the process of redesigning small business size standards. New regulations
governing the counting of procurement awards to small firms acquired by large
firms were issued. As part of an effort to provide greater transparency in federal
procurement, the fourth generation of the Federal Procurement Data System
was introduced. The Office of Advocacy also released a number of studies
related to the federal procurement marketplace in 2004.

Of the various ethnic and racial groups in the United States, White non-
Latinos and Asians have the highest self-employment rates. The likelihood
of business ownership among Latinos is roughly 60 percent of that for White
non-Latinos, and the African-American self-employment rate is roughly
40 percent of the White non-Latino rate. Business ownership rates among

women, which track somewhat differently from those of men by ethnicity or

race, show that self-employment for African-American women and Latinas,
while relatively low, increased steadily over the 19792003 period. Self-employ-
ment rates for Asian women remained roughly constant.

The research looks at causes for lower rates of minority business ownership,
as well as the literature on racial differences in business outcomes, and at
contracting set-asides. Overall, research finds that, among other things, low
levels of assets limit entry into business ownership and increase business exit
among minorities. Also, lower levels of family, business, and human capital
limit opportunities for African Americans and Latinos to start businesses.
The study finds that barriers to business entry and success for minority-owned

business may impose a large efficiency loss in the overall U.S. economy.

New data on veteran business ownership should help policymakers more accu-
rately respond to veterans’ concerns and needs. A residential survey conducted
during the summer of 2003 revealed that a significant 22.1 percent of veterans
in the household population were either purchasing or starting a new business
or considering doing so.

The effects of complexity and of uncertainty in complying with the tax code
have been examined extensively in the literature, usually separately. The
researchers here develop an argument that supports complexity having an
impact on uncertainty. The study reinforces the conclusion that policies that
promote ease of compliance while reducing uncertainty are more conducive to
economic growth and further supports the notion that a well understood and
predictable environment in which simple, stable rules are the norm is optimal
for small business success.



The Regulatory Flexibility Act (RFA), enacted in 1980, requires federal agen-
cies to determine the impact of their rules on small entities, consider alternatives
that minimize small entity impacts, and make their analyses available for public
comment. President Bush’s Executive Order 13272, signed in August 2002, gave

agencies new incentives to improve their compliance with the RFA.

Throughout 2004, the Office of Advocacy continued efforts to represent small
businesses before regulatory agencies, lawmakers, and policymakers. The office
worked closely with small entities and their representatives to identify and com-
ment on agency rules that would affect their interests. In fiscal year 2004, the
Office of Advocacy helped small businesses achieve more than $17 billion in

regulatory cost savings and more than $2 billion in recurring annual savings.

Moreover, the Office of Advocacy continued to pursue its initiative to work
with states to enact and implement similar state legislation for the benefit of
small businesses and other small entities struggling to keep up with the cumu-

lative burden of regulation at all levels of government.

Economist William Baumol explores why small businesses continue to make
a critical contribution to market economies’ growth and innovative accom-
plishments. There are important reasons for the basic division of labor between
the entrepreneurial search for radical innovations performed by small firms,
and the development and marketing of those innovations by larger firms. The
market prevents either group from a massive invasion of the other’s innovative
terrain, Baumol maintains.

The SMALL BUSINESS
ECONOMY

At the heart of the vital small business sector in the United States are the self-
employed and nonemployer businesses. Both segments remained strong as the
U.S. economy emerged from the downturn that marked the opening of the 21+
century. By the end of 2004, the recovering equity and labor markets moved
toward more stable footing.

The year 2004 saw stable prices and healthy increases in output, productiv-
ity, commercial and industrial lending, and private sector employment. Small
businesses also fared well, with declines in business bankruptcies and growth
in sole proprietorship income, and increases in the numbers of self-employed
and employer firms.

Entrepreneurship has long been implicit in the American Dream—the belief
that, given constitutional freedom, it is possible through hard work, courage,
and imagination to achieve financial security. The federal government too has
underscored the fundamental importance of entrepreneurship and small busi-
ness to a vibrant, growing, sustainable economy. The most recent edition of
The Economic Report of the President, for example, listed 12 variations on the

term “entrepreneur.”

On the economic side, small businesses employ about half of the private sec-
tor work force, produce about half of private sector output, fill niche markets,
innovate, and contribute to the competition in free markets. On the human
side, small businesses give individuals the chance to achieve their own versions
of the American Dream, and allow entry into employment by individuals and

demographic groups who might otherwise be shut out of the labor market.

1 Economic Report of the President, 2005, http://www.gpoaccess.gov/eop/.



Although the small business role in the economy tends to remain constant
over time, the status of various small business sectors and how they affect the
economy are subject to change, particularly around business cycles. Small busi-
nesses had large impacts on the economy as it continued to emerge from the
downturn in 2004.2

The complex task of gathering and analyzing statistics that accurately portray
the ever-changing small business sector has generated two important small
business data stories, covered here:

1. The distinctions between nonemployers and self-employment, and

2. The evolution in the data about jobs away from static counts to a

more nuanced documentation of the labor market’s dynamic churn.

The economy in 2004 continued the momentum of the trends in 2003 toward
solid growth in gross domestic product and productivity, a declining unem-
ployment rate, and restrained inflation (7uable 1.1). The recent positive eco-
nomic developments were in stark contrast to the negative economic trends
surrounding the 2001 downturn.

The two areas of the economy most acutely affected by the downturn, equity
markets and labor markets, turned the corner in 2004. The first signs of a
return to slow and steady increases in the equity markets appeared as the S&P
500 Index experienced a steady 4 percent climb. The NASDAQ had a slightly
bouncy ride to 6 percent growth in 2004.

The labor market also experienced moderate growth, as the economy added
1.3 million net new nonfarm private jobs in 2004.> Meanwhile, the unemploy-

ment rate continued to fall, hitting 5.4 percent by the end of the year.

2 While data showing the “silver bullet” of small business contributions to current economic conditions
do not exist, current information allows researchers to develop a picture of current small business
conditions.

3 This figure is based on the monthly average in 2003 versus 2004. Comparing December 2003 to
December 2004 results in an increase of 2.2 million.

Table 1.1 Quarterly Economic Measures, 2003-2004 (percent)

2003 2004

Qi Q2 Q3 Q4 Q1 Q2 Q3 Q4

Real GDP change (annual rates) 1.9 41 74 42 45 33 40 38
Unemployment rate 5.8 6.1 6.1 59 57 5.6 5.4 5.4
GDP price deflator (annual rates) 2.9 1.1 1.3 1.4 2.7 3.2 1.4 2.1

Productivity change (annual rates) 4.1 7.6 8.1 2.1 4.0 2.9 2.0 3.7
Establishment births -4.9 -0.3 -0.9 6.1 0.3 -1.7 32 NA

Establishment closures 1.5 -1.8 -3.0 1.3 19 0.6 4.5 NA

Source: U.S Small Business Administration, Office of Advocacy, from figures provided in Economic
Indicators by the U.S. Department of Commerce, Bureau of Economic Analysis, and the U.S. Department
of Labor, Bureau of Labor Statistics.

Although productivity was lower in 2004 than 2003, quarterly productivity
figures fluctuated within a comparatively smaller range in 2004. Productivity is
notoriously unpredictable in the business cycle, so its stability is another sign
of slow, steady growth in the economy.

Small businesses also fared well in 2004. It is estimated that employer firm
births outpaced employer terminations, and the number of the self-employed
increased. Small business finances also improved (7zb/e 1.2). Nonfarm propri-
etors’ income rose 6.9 percent in 2004, while costs were contained. Inflation
was up 2.7 percent; interest rates remained historically low; and wage costs, as
indicated by the wage and salary index, gained 2.4 percent.

Small businesses are overrepresented in business turnover; that is, they have
relatively high rates of establishment (business location) births and closures.*

4 Note that establishment births can be new firms, new locations for existing small businesses, or new
locations for existing large businesses. Establishment closures can be closed firms, closed locations of
existing small businesses, or closed locations of existing large businesses. A separate issue is data on
bankruptcies: Robert M. Lawless and Elizabeth Warren (“The Myth of the Disappearing Business
Bankruptcy,” California Law Review, June 2005) found data collection issues with the reported
business bankruptcies over time, but taking this into account should still result in a representative
one-year change.



Table 1.2 Business Measures, 2003-2004

Percent

2003 2004 change

Employer firms (nonfarm) e 5,679,000 e 5,683,700 0.1
Employer firm births e 553,500 e 580,900 5.0
Employer firm terminations e 572,300 e 576,200 0.7
Self-employment, nonincorporated 10,295,000 10,431,000 1.3
Self-employment, incorporated 5,000,000 5,200,000 4.0
Business bankruptcies 35,037 34,317 (2.1)

e estimate

Sources: U.S. Small Business Administration, Office of Advocacy, from data provided by the U.S.
Department of Commerce, Bureau of the Census; the U.S. Department of Labor; and Administrative
Office of the U.S. Courts.

For this reason, statistics on business turnover are an indicator of small busi-
ness contributions to the economy, and high levels of turnover are often cor-
related with high levels of overall economic growth. Five quarters of available
data, including data for the first three quarters of 2004, indicated net increases
in establishments and employment resulting from turnover, in contrast to the
negative figures seen for 2001 to mid-2003. Still, as of 2004, there was room
for expansion: the economy had not yet returned to the level of turnover seen
in the late 1990s. The peak quarterly level of establishment births and employ-

ment from births was in 1999.

Although data on business openings and closings provided by the U.S.
Department of Commerce, Bureau of the Census (U.S. Census Bureau)
(Appendix Table A.8), are not strictly comparable with data provided by the
U.S. Department of Labor, Bureau of Labor Statistics (BLS) (7able A.9), both
reflect considerable turnover in the course of a year. Many businesses seem to
have a seasonal component, closing and then reopening within the same year.

Demographics

Because demographic characteristics are descriptions of an owner in an occu-
pation rather descriptions of the business, the appropriate data for tracking
current demographic levels and trends are statistics on self-employment.’ Self-
employment data are available from the joint U.S. Census Bureau and BLS
Current Population Survey (CPS). BLS publishes information on individu-
als whose primary occupation is unincorporated self-employment, but makes
microdata available for other definitions. The tax status chosen by the owner is
not relevant for this analysis, so the incorporated self-employed are included,;

the combined figures are in Table A.10.6

From 1995 to 2003, self-employment increased by 8.2 percent, or 1.1 million,
to a total of 15 million self-employed people. Women represented half of the

increase; their share of self-employment was up from 33.1 to 34.2 percent.

Following population trends, Hispanic individuals and Asians / American
Indians had significant increases in self-employment from 1995 to 2003: 65.8
percent and 38.4 percent, respectively. African American self-employment also
rose, by 20.3 percent over the period. These gains were significantly higher
than the 4.8 percent increase in White self-employment.

The rate of self-employment among White Americans remained the highest
among all the race and ethnic categories, and they constituted 54 percent of
the 1.1 million increase.

Other demographic characteristics of the self-employed tracked the demo-
graphic shifts of recent years. Self-employment was up in the suburbs, among
older individuals, and the college-educated. Also following population trends,
the number of veterans whose occupation was self-employment fell sharply

from 1995 to 2003.

5 The U.S. Census Bureau conducts an Economic Census in years ending in 2 and 7, which is useful in
matching up owner demographics with business characteristics (for example, size of business). However,
the delay in the availability of Economic Census data, and its continually changing data specifica-
tions, make trend analysis difficult. Fortunately, the 2002 Economic Census, unlike the 1997 Economic
Census, will include business characteristics under the Survey of Business Owners program.

6 Appendix Table A.10 relies upon the longest occupation over the year from the CPS Annual
Demographic Supplement, while Table A.1 relies upon BLS unincorporated self-employment data
for the primary occupation.



Although the increases in self-employment overall were higher around the
downturn of the early 2000s, self-employment in demographic categories other
than Whites and males grew more steadily over the 1995-2003 time frame.

Self-employment rates were higher than average among veterans, the dis-
abled, older individuals, those with higher formal education, and residents of

rural areas.

Overall, the relatively level aggregate self-employment rate trends in recent
years hide the interesting trends among different demographic groups.

What statistics are best used to measure the small business universe and what
exactly do these statistics describe? Two measures commonly used—and con-
fused—are self-employment and businesses without employees, or nonem-
ployers. Data on self-employment and nonemployer businesses are similar, but

different in important ways.

Self-employment data track an occupation and an owner. The tax status of the
venture can be unincorporated (generally sole proprietors filing Schedule Cs
with their personal tax returns) or incorporated.

Nonemployers are business ventures without employees and payroll. They can
also be unincorporated or incorporated, although incorporated nonemployers
are rare, as the owner is considered an employee of the venture and would have
to avoid payroll to be considered a nonemployer.

Self-employment data are generally available from the U.S. Census Bureau’s
Current Population Survey (CPS), prepared with funding from BLS.” The
data are available monthly with a time lag of only a few months and annually
via the CPS Annual Demographic Survey. Individuals are asked to self-iden-
tify their employment status as out of the labor force, unemployed, wage work,
or self-employment.

7 Limited self-employment data are also available through the U.S. Social Security Administration.
See http://www.ssa.gov/policy/data_sub125.html.

10

BLS publishes figures on agriculture and nonagricultural businesses, men
and women whose primary occupation is self-employment, and unincorpo-
rated businesses. Figures in tables are generally listed under the classification
of “class of worker.” Microdata from the CPS containing many variables are
made available by the Census Bureau so researchers can produce customized
cross-tabulations or use the data for economic models.?

The CPS and BLS published figures are most likely underrepresenting the
number of self-employed.” The CPS question on which the data are based
does not ask whether the respondent plans to file Internal Revenue Service
personal tax forms using a Schedule C to declare sole proprietorship income,
or corporate business forms. Individuals may not recognize having business
income as self-employment activity. This may be particularly true of individu-
als in specific occupations such as sales and real estate agents, who often work
for one organization, but are paid as sole proprietors.” And BLS published
figures underrepresent the number of self-employed, as they tend to exclude
individuals whose secondary occupation is self-employment. For 2004, the
CPS showed 486,500 individuals with a secondary occupation as self-employ-

ment whose primary occupation was not self-employment.

Considering that the labor force has been growing over time, that self-employ-
ment peaks in the summer months, and that data have limitations, researchers
tend to use seasonally adjusted self-employment rates as measures of entrepre-
neurial activity. Self-employment rates could definitely be considered a weak
entrepreneurial indicator, as they do not capture overall entrepreneurial inten-
sity; for example, fewer self-employed individuals could have higher sales than

more self-employed individuals.

The nonemployer database is the universe of businesses without employees

composed primarily of sole proprietors (about 87 percent). Aggregate tables

8 See http://dataferrett.census.gov/TheDataWeb/index.html. Examples of using the CPS to create
self-employment data that include incorporated self-employment can be found in Table A.10 of the
Appendix and in the Office of Advocacy-funded, Self~Employed Business Ownership: 1979-2003, by
Robert Fairlie (http://www.sba.gov/advo/research/rs243tot.pdf).

9 However, there is no reason to believe that this underrepresentation changes over time, allowing
an accurate capturing of trends using historical figures.

10 For example, while primary occupation self-employment rates of 41 percent for real estate agents
and 27 percent for insurance sales agents are higher than average, they are most likely understated.

1"



are available from the U.S. Census Bureau."! The nonemployer database has
been published annually and has about six years of data available with a time
lag of about 2.5 years. Available cross tabulations exist by location, and indus-
try and receipts data are also available.”> The Census Bureau restricts the non-
employer universe with some basic editing, and, with a few exceptions, limits

the universe to businesses with no payroll but with annual receipts between

$1,000 and $1 million.!

Because most business ventures are unincorporated one-person operations, data
on self-employment and nonemployers overlap significantly. But owners can have
more than one business, a business can have more than one owner and owners
can have payroll. BLS, which generally focuses on unincorporated self-employ-
ment as a primary occupation, reports about 10 million in the self-employment
database, while the nonemployer database has a level of about 17 million.™

Overall, nonemployer figures are very useful for determining the number of
businesses in an industry or area, while self-employment data are very useful
for describing owner demographics and current and historical trends for very
small ventures. It is interesting to note that in recent years, nonemployer counts
have been rising above self-employment counts, implying that more individu-
als are involved in personal business activity, while fewer view the activity as

self-employment.

11  See http://www.census.gov/epcd/nonemployer/index.html.

12 Note that preliminary work at the U.S. Census Bureau is under way to link the annual nonem-
ployer files to create longitudinal data, so that entry, exit, age, and growth can be tracked. Individuals
associated with the work include Richard Boden, Alfred Nucci, Steven Davis, John Haltiwanger,
Ron Jarmin, CJ. Krizan, and Javier Miranda. The Office of Advocacy contribution was to sup-
port Richard Boden, on sabbatical from the University of Toledo, in his preliminary work at the
Census Bureau.

13 See http://www.census.gov/epcd/nonemployer/view/covmeth.htm.

14  Possible reasons for the large discrepancy in the figures include the self-employed excluding incor-
porated ventures, some self-employed having employees, a large number of self-employed ventures
as a secondary occupation, and some unique occupations such as sales and real estate agents that file
as sole proprietors, but when asked their occupation in the CPS, respond yes to wage work and no
to self-employment. Also, the turnover of ventures is captured differently; self-employment figures
tend to be monthly averages, while nonemployer figures are the number that existed at any point over
the year. Self-employment and nonemployers measure different concepts, so reconciliation of the
databases may not be a realistic endeavor.

12

Data on job creation, retention, and loss help define small businesses’ role and
status in the economy and are therefore important to those trying to analyze
the small business market. Data from the U.S. Census Bureau’s Statistics of
U.S. Business (SUSB) show firm size employment levels. Tracking establish-
ments of firms over time with the SUSB data shows the dynamic nature of job
turnover (creation and destruction) with respect to firm size. Over the years,
statistics have shown that small businesses play an important role in business
starts and stops and in job creation and destruction, but the data often lack the
timeliness that would make them useful for policy analysis. More current data
for the entire economy showing both business and job turnover are needed for
an understanding of the small business market. These data are just becoming
available.

A true understanding of the labor market involves the art of evaluating many
indicators. Researchers are moving beyond earlier controversies about which
federal government data set—the household survey or the payroll survey—best
describes the economy.’ Relying upon just the payroll or household survey
can give a less than balanced view of the labor market. Moreover, both the
household and payroll surveys offer static views of the economy—snapshots
of a point in time, rather than the moving picture of ongoing dynamic change

associated with employment gains and losses.

The Bureau of Labor Statistics has two relatively new data sources that show
job turnover and are relevant to an understanding of the small business job

market. They are the Job Openings and Labor Turnover Survey (JOLTS) and
Business Employment Dynamics (BED).

Since 2001, JOLTS has provided monthly figures on job openings, hires and
separations (quits and layoffs) by industry. These data allow analysts to better
understand where aggregate job gains or losses come from. But with only a
tew years of data available, comparing the downturn of 2001 with previous

downturns is still not possible.

15 To determine the ranks of the employed and other information, BLS surveys businesses with payrolls
(the payroll survey) and as part of the Current Population Survey, a joint BLS and Census venture,
Census surveys individuals (the household survey).

13



BED has also been available only in the last few years, but BLS did create
quarterly estimates going back to mid-1992. The data have so far shown that
the domain of small businesses—establishment births and closures—is consis-
tently at a high level. The high numbers of both business starts and closures
means that net gains or losses in the numbers of both firms and jobs tend to

be relatively small.

It is interesting to note that the downturn in 2001 was associated more with
a decline in business births than with an increase in closures. Thus, the net
increase in establishments and employment from establishment turnover was
more related to the decline in establishment closures than to the small increase

in business starts.

Signs of positive developments in 2004 point to positive future trends.
Continued expansion is in the sights of an increasing number of small business
owners. By the end of 2004, the National Federation of Independent Business’
small business survey found a growing percentage of owners felt that the next

three months would be a good time to expand.'®

16 See NFIB’s Small Business Economic Trends at http://www.nfib.com/page/researchFoundation.
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SMALL BUSINESS
FINANCING 77z 2004

Entrepreneurs looking for financing for their businesses generally benefited
from the continued recovery in the economy and the relatively abundant sup-
ply of credit in 2004. Borrowing in the financial markets continued to show
significant increases in 2004, dominated by household, government, and cor-

porate borrowing. Small business borrowing also increased moderately.

Equity capital markets also benefited from the recovery, especially in larger
later-stage financing; small initial public offerings remained limited. Equity
tunding was difficult to find for early-stage companies. Angel investors con-
tinued to be important in providing funding for early-stage entrepreneurs

in 2004.

The pace of economic expansion continued in 2004 as real gross domes-
tic product (GDP) grew 3.75 percent after strong growth of 4.5 percent in
the previous year. Continued robust spending by the household sector was
accompanied by notable increases in capital spending by businesses. While a
substantial rise in oil prices caused a drag on overall economic activity, eco-
nomic growth remained solid, and the core inflation rate remained moderate.
Moreover, a relatively stimulative fiscal policy accompanied by an accommo-
dative monetary policy, at least during the first quarter of 2004, provided a
favorable environment for steady growth in 2004.

Financial market conditions continued to favor stable growth in economic
activity in 2004. Long-term rates remained stable even as the Federal Reserve
Board (FRB) removed “accommodation” from its policy instructions in January,
prompting overall rate increases, especially in short-term rates. In fact, long-
term rates ended the year not much higher than at the year’s beginning. Short-
term rates continued to edge up throughout the year, especially after the FRB
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initiated steps to raise the federal fund targets after the June meeting of the
Federal Open Market Committee (FOMC).

Interest Rate Movements

After a year of robust recovery in economic activity, with more than 4 percent
growth in GDP, the FRB decided to move away from the “accommodating”
stance in monetary policy in January 2004. However, steps to raise the target
rates for federal funds, the policy variable in the conduct of monetary policy,
were not undertaken until the June FOMC meeting. The target rates have
been raised steadily at every FOMC meeting since, and by the end of 2004
reached 2.25 percent, up from 1 percent at the beginning of the year. Prime
rates, the index rates for most variable-rate loans, moved up from 4 percent
during the first half of 2004 to end the year at 5.25 percent. The movement in
long-term rates, determined primarily by the supply of and demand for loan-
able funds in the financial markets, remained nearly unchanged through the
year. AAA corporate bond rates moved to above 6 percent during spring 2004
in response to strong demand and in anticipation of rising federal funds rates.
However, as the strength of economic growth slowed and remained moderate,

corporate rates declined to 5.4 percent.

Overall, interest rates paid by small firms moved, with a time lag, with the
overall movements in interest rates in the capital and credit markets. The
prime rate is the “base” rate for most small business loans, serving either as
the index for rate adjustments in existing loans or as the “base” for a premium
add-on on fixed-rate loans. As the prime rate rose from 4.0 percent to 5.14
percent by the end of 2004," rates for adjustable-rate loans paid by small busi-
ness owners also grew steadily over the last two quarters of 2004. For example,
the rates for 2- to 30-day adjustable-rate loans of $100,000 to under $500,000
rose from 3.79 percent in the fourth quarter of 2003 to 4.69 percent in the
tourth quarter of 2004. Fixed-rate term loans (one year or longer in maturity),

however, were a mixed bag: rates for medium-sized small business loans of

1 The role the prime rate plays in the interest costs paid by small firms is rather complex. Since most
business loans are made as variable-rate loans and the spreads (over the index rate) charged by the
lenders vary widely, changes in the prime rates become more of an indicator of the change in the
interest costs of “existing” loans rather than an indication of costs of borrowing to existing borrowers.
In fact, with average margins (over prime) of 2 to 3 percent for most loans to small firms, the rates

they paid during 2003 would be 6 to 7 percent.
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$100,000 to $500,000 remained unchanged, while those for larger small busi-
ness loans of $500,000 to under $1 million moved up (7able 2.1). Overall, rates
for the smallest loans under $100,000 saw the least upward movement, partly
because they reflect two different types of loans: very small loans for smaller
businesses and “loans” related to small business credit cards. Rates for small

business credit card account balances are more difficult to interpret.?

Uses of Funds by Major Nonfinancial Sectors
in the Capital Markets

Net borrowing in the financial markets by the nonfinancial sectors continued
to increase significantly—by 15 percent, from $1,662 billion in 2003 to $1,916
billion in 2004—only slightly less than the 22 percent increase from 2002 to
2003. The increased borrowing can be attributed to continued strong borrow-
ing by the federal government, further increases in borrowing by the heavily
indebted household sector, and a further recovery in borrowing by the business
sector, especially by corporate businesses (7uble 2.2).

Borrowing by the Federal Government and
by State and Local Governments

Borrowing by the federal government totaled $363 billion in 2004, slightly less
than the historic high of $396 billion in 2003, and contributed to the ongoing
high budget deficit (7uble 2.2).

Fiscal restraint in 2002 and 2003, accompanied by continued recovery in the
U.S. economy, enabled state and local governments to return to healthy bud-
getary conditions in 2004. Increases in receipts and expenditures kept pace
with each other, resulting in an overall state budgetary balance that began after
the second half of 2003. To take advantage of low interest rates, state and local
governments continued borrowing in the financial markets for capital construc-

tion projects. The 2004 level of borrowing by state and local governments—at
$115 billion—remained at about the 2003 level ($118 billion) (7able 2.2).3

2 Several rates are involved—the promotion rates, rates for account transfers, rate adjustments that may
or may not be linked to an index rate after the promotion period, and “penalty” rates when an account
is found to be in less than top credit status.

3 See Federal Reserve Bank of St. Louis, “Government revenues, spending, and debt,” National
Economic Trends, August 2003, 16.
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Table. 2.1 Loan Rates Charged by Banks by Loan Size,

February 2003—November 2004

Loan size Fixed-rate Variable-rate loans  Variable-rate loans
(thousands of dollars) term loans (2-30 days) (31-365 days)
November 1-99 6.76 4.52 6.53
2o 100-499 6.21 469 575
500-999 4.80 4.41 5.08
Minimum-risk loans 4.42 2.62 2.96
August 1-99 6.71 4.59 6.25
2004 100-499 5.81 406 5.06
500-999 4.54 3.99 4.45
Minimum-risk loans 5.52 2.07 3.33
May 1-99 6.49 4.21 6.05
200 100-499 577 373 490
500999 5.24 3.50 3.62
Minimum-risk loans 5.42 1.67 2.54
February 1-99 6.80 4.29 6.05
2004 100-499 5.31 376 458
500-999 3.73 3.41 4.81
Minimum-risk loans 5.50 1.59 1.81
November 1-99 6.53 4.27 6.11
2008 100-499 5.68 3.79 5.03
500-999 4.99 3.22 3.94
Minimum-risk loans 5.50 1.59 1.81
August 1-99 6.68 4.15 6.34
2003 100-499 6.01 3.49 474
500-999 5.67 3.69 3.97
Minimum-risk loans 4.85 1.58 2.33
May 1-99 6.84 4.78 6.49
2008 100-499 6.13 3.92 556
500-999 5.83 3.34 4.21
Minimume-risk loans 5.62 1.87 2.41
February 1-99 6.8 4.29 6.05
2003 100-499 5.31 3.76 458
500-999 3.73 3.41 4.81
Minimum-risk loans 4.08 2.64 2.40

Note: Small loans refer to loans under $100,000.

Source: Board of Governors of the Federal Reserve System, Survey of Terms of Lending, Statistical
Release E.2, various issues, and special tabulations prepared by the Federal Reserve Board for the
U.S. Small Business Administration, Office of Advocacy.
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Table 2.2 Credit Market Borrowing by the Nonfinancial Sector, 1989-2004 (billions of dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1989

Total domestic
borrowing

1,0419 1,026.6 836.60 1,1153 13156 1,661.7 1916.4

731.4 804.7

712.0

720.3 669.4 4806 5445 5894 5752

Government

156569 1444 1450 231 -52.6 -71.2  -295.9 -5.6 257.6 396.0 362.6

155.9

304 256.1

278.2

146.4

Federal

46.6 81.6 31 747 -46.2 -515 -6.8  56.1 67.7 38.5 15.5 105.8 143.9 117.8 115.4

246.9

State and local

Business

2.6 4.4 2.9 4.8 6.2 8.0 55 10.9 10.5 7.8 7.7 12.3

1.3

2.1

1.0

0.6

Farm

Nonfarm
noncorporate

814 947 159.7 189.4 197.1 162.7 148.5 156.1 168.2

30.6

3.3

3.2

-16

-11.0

1.1

69.6

Nonfinancial
corporate

371.6 350.5 221.2 27.7 144.7 240.1

408.4

148.8 2911

142.3 2437

110.0 -53.0 427 455

183.2

566.5 5585 3944 184  308.6 4205

277.2 2350 3920 576.1

1121 -619 280 513 150.0

253.4

Total

620.7 730.2 839.4 1,017.9

558.6

492.8

450.8

160.7 2059 316.3 350.3 358.1 3327

182.7

269.5 263.7

Households

Foreign

borrowing in the
United States

23.9 148 237 698 -139 711 884 718 31.2 13.0 57 -49.7 5.6 -15.7 64.7

1

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts, Second Quarter 2003: Flows and Outstandings, May 2004.
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Borrowing by the Household Sector

Among nonfinancial sectors, households remained the dominant borrowers,
accounting for more than 50 percent of total net borrowing in the U.S. finan-
cial markets. Total 2004 household borrowing grew by 21 percent, to $1,018
billion from $839 billion in 2003 (7uble 2.2). A booming housing market was
sustained by continued low mortgage rates. Increased household wealth tied
to rising housing prices encouraged household borrowing to finance spending,

and resulted in very low personal savings rates.

Business Borrowing

Borrowing by nonfinancial businesses increased from $309 billion in 2003 to
$421 billion in 2004. Most of the increase is a result of increased borrowing
by nonfinancial corporate businesses, whose borrowing had grown from the
depressed 2002 level, an annual rate of $28 billion, to $145 billions in 2003.
With growing optimism in the U.S. economy in 2004, evidenced by continued
healthy growth in the economy and substantially improved corporate earnings
and cash flow, borrowing by this sector increased further in 2004, to $240
billion. The increases were moderate compared with corporate borrowing in
the 1998 to 2000 period, when the annual rate of net borrowing averaged
about $377 billion (7able 2.2). Most of the growth came from borrowing in
the public corporate bond and commercial paper markets (7ables 2.2 and 2.3).
Borrowing from banks resumed to finance increased merger and acquisition

activity and inventory financing.

Net borrowing by nonfarm, noncorporate businesses also increased, although
only moderately—from $156 billion in 2003 to $168 billion in 2004, a 7.7
percent increase. Net income for the nonfarm, noncorporate sector increased
by 8.7 percent, from $871 billion to $947 billion. Increased cash flow comple-
mented the borrowing to finance increases in capital expenditures and inven-
tory accumulation (7ables 2.2 and 2.4).

20

Table 2.3 Major Sources and Uses of Funds by Nonfarm, Nonfinancial Corporate Businesses, 1989-2004 (billions of dollars)

2002 2003 2004

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

1989

422 309.8 323.3 3969 4884

460.1  456.7

494.5

236.5 2365 217.1 256.7 3074 3919 437.7 458.8

Before-tax profit

Domestic

26.9

6.1

20.5 83 337 559 106.0 1117 1083 120.2 65.1 63.2 26 -451 -182 -

32.2

undistributed profit

Depreciation with inven-

6152 6889 7452 787.3 8459

570.6  598.1

548.2

349.3 3543 3643 373.7 384.4 4186 430.7 504.2

tory valuation adjustment

Total internal funds,
on book basis

631.8 6324 7282 7981 9111

635.7 660.4

659.9

384.8 3779 3726 407.3 4403 5245 5424 6125

616.0 9876 12374 952 1111 2733 351.8

161.3 2179 2416 3908 3985 2835

1835 671

347.4

Net increase in liability

Funds raised

27.7 1447 2401

3505 221.2

455 1341 2186 1488 2919 4084 3716

42.7

-55.1

110

183.2

in credit markets

-63 18.3 27 213 -449 -583 -695 -1144 -2155 -1104 -1182 -474 -416 -57.8 -210

-124.2

Net new equity issues

928.6 8025 762.6 769.6 9004

826.5 866.7

760.2

382 4452 5111 567.7 684.7

399.4 3945 3719

Capital expenditures

172.1

394 2143

82.4

438 -11.1 -46.1 -17.7  -28.2

42.7

41.7

-89 1241

62.7

-68.3

-113.9

Net financial investment

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts.
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Table 2.4 Major Sources and Uses of Funds by Nonfarm, Noncorporate Businesses, 1989-2004 (billions of dollars)

N
N

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1989

870.9 947.4

824.1

4739 4953 534.2 569.7 6099 6565 7106 767.3 819.9

441

407.0 4349 464.1

Net income

80.6 67.5 829 844 647 564 1108 1185 1250 148.7 168.7 1493 1513 159.3 166.8

77.0

Gross investment

Fixed capital

163.6 175.5 201.0

195.5

1858 2153

106.4 911 96.8 935 946 99.2 109.6 1188 123.9

118.0

expenditures

3.6 35 2.9 -1.8 0.6 -0.1 2.3

3.0

0.3 -0.1 0.1 1.3 25 1.9

1.6

Changes in inventories

Net financial

-26.1  -235 -141 -105 -325 -447 0 -3.3 25 -406 -495 -446 -129 -159 -36.4

-42.6

investments

Net increase in

138 -150 -16.4 3.2 33 239 814 947 1597 189.4 1971 1627 1485 156.1 168.2

61.1

credit market debt

4.1 99 -151 -1.5 -138 -22 509 477 1177 1351 1375 1212 121.0 160.8 146.8

56.1

Mortgages

Net investment
by proprietors

20.3 18.5 28.6 269 618 519 -181 -551 -648 -823 -472 -172 -1023 -96.3 -55.9

-28.1

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts, Flows and Outstandings.

Because data on bank lending to small businesses are available only for the
period ending in June 2004, the discussion of small business lending activities
by commercial banks will cover the June 2003 to June 2004 period, with flow
data from available Community Reinvestment Act (CRA) statistics covering

the year 2003.

Borrowing from banks continued to recover, increasing moderately. This trend
was confirmed in the February 2005 edition of the Federal Reserve Board’s
Senior Loan Officer Survey. The February edition covers the three months
before the survey, which is conducted in January. The report noted that most
banks continued to ease or maintain easy lending terms and reduced rate mar-
gins. It also reported rising demand for commercial and industrial (C&I) and
real estate loans in 2004.* With continued improvement in loan quality and still
favorable, although slightly narrower, interest margins, net operating income
tor domestic chartered banks reached a high of $104.7 billion, compared with
$102.6 billion in 2003.°

Lending to Small Businesses by Commercial Banks

Overall, small business lending by commercial banks showed moderate
increases in the June 2003 to June 2004 period compared with the June 2002
to June 2003 period. The rate of growth in the dollar amounts of loans out-
standing for all small business loans (defined here as loans under $1 million)
increased 5.5 percent, from $495 billion in June 2003 to $522 billion in June
2004, compared with 2.3 percent from June 2002 to June 2003 (7ables 2.5
and 2.6). The increase was comparable to the annual increases in borrowing
between June 2000 and June 2002. The increases were primarily in the larger
small business loans of $100,000 to $1 million. Medium-sized loans between
$100,000 and $250,000 and large small business loans between $250,000 and
$1 million increased 4.9 percent and 8.4 percent, respectively (7Tuable 2.7). The
number of these loans also increased 4.9 and 8.5 percent, respectively, during

4 Federal Reserve Board, “Senior Loan Officer Opinion Survey on Bank Lending Practices,” February
2005, 1.

5 Federal Deposit Insurance Corporation, “Quarterly Banking Profile,” Table III-A, on the agency’s
website at www2.fdic.gov/qbp/2004dec/qbp.pdf.
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Table 2.5 Dollar Amount and Number of Small Business Loans Outstanding,

June 2000 to June 2004 (dollars in billions, numbers in millions)

Percent change

Loan Size 2000 2001 2002 2003 2004 2003-2004

Under $100,000 Dollars 121.4 126.8 128.9 125.7 125.3 -0.31
Number 9.80 10.79 15.65 14.09 13.58 -3.64

Under $250,000 Dollars 209.4 218.4 225.0 224.0 228.4 1.96
Number 10.54 11.57 16.50 14.92 14.45 -3.16

Under $1 million Dollars 437.0 460.4 484.0 495.1 522.3 2.30
Number 11.17 12.25 17.24 15.67 15.26 -9.10

Total business

loans Dollars 1,300.3 1,3245 1,307.0 1,318.1 1,373.3 0.85

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United

States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports
of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M

University, College Station, Texas).

this period (Zuble 2.8). The value of total business loans also increased more
than in the previous year, from $1,318 billion to $1,373 billion, up 4.2 percent.
Corporate borrowing in loan sizes over $1 million resumed, but increased only
at lower rates than in the late 1990s because of competition from alternatives
available to corporate borrowers in the public credit markets, such as corporate

bonds and commercial paper.
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Table 2.6 Number and Amount of Business Loans Outstanding by Loan Size and Bank Size, June 2004

Over $1

All

Million

Under $1 million

$250,000—<$1 million

$100,000-<$250,000

Under $100,000

Amount
(billions
of dollars)

Amount
(billions
of dollars)

Amount Amount
(billions

Amount

Amount

(billions Number of (billions Number of

(billions Number of

Number of

loans of dollars) loans of dollars) loans of dollars)

of dollars)

loans

Bank Size

293.97 15,263,998 522.33 850.94 1,373.27

103.08 814,795

869,241

125.28

13,579,962

All banks

14.61 60,122 7.43 46,286 16.21 601,743 38.26 5.09 43.34

495,335

Under $100 million

194.09

131.62 62.47

2,084,239

73.39

197,586

28.50

237,119

29.72

1,649,534

$100 million-$500 million

82.98

42.51 40.47

1,402,959

69,784 25.60

8.95

74,331

7.96

1,258,844

$500 million-$1 billion

165,550 19.16 166,707 58.39 4,685,269 96.98 147.63 244.61

19.42

4,353,012

$1 billion-$10 billion

53.57 332,119 39.03 334,432 120.37 6,489,788 212.97 595.27 808.24

5,823,237

Over $10 billion

Share by bank size (percentage)

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

100.0

All banks

11.7 6.9 7.2 5.7 8.5 39 7.3 0.6 3.2

3.6

Under $100 million

23.7 27.3 27.7 24.2 25.0 13.7 25.2 7.3 141

12.1

$100 million-$500 million

6.4 8.6 8.7 8.6 8.7 9.2 8.1 4.8 6.0

9.3

$500 million-$1 billion

15.5 19.0 18.6 20.5 19.9 30.7 18.6 17.3 17.8

32.1

$1 billion-$10 billion

42.8 38.2 37.9 41.0 40.9 42.5 40.8 70.0 58.9

42.9

Over $10 billion

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United States, various issues, and special tabulations of the June
2004 call reports (Consolidated Reports of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M University, College

Station, Texas).
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Table 2.7 Change in the Dollar Amount of Business Loans by Loan Size,
June 1996-June 2004 (percent)

1997-  1998-  1999-  2000-  2001-  2002-  2003-
Loan size 1998! 19992 20002 2001 2002 2003 2004
<$100,000 3.0 25 6.7 4.4 1.7 -2.49 -0.31
$100,000-250,000 8.1 6.3 8.5 41 49 2.26 4.87
$250,000-$1 million 7.7 11.2 11.8 6.4 7.0 472 8.42
>$1 million 13.0 14.6 16.1 09 4.8 0 3.40

1 Changes for 1997-1998 were estimated based on revised estimates for Keycorp in 1997.

2 So that 1998-1999 trends could be shown, 1998 figures were revised to exclude the credit card
operation of Mountain West Financial, which was purchased by a nonbank financial intermediary
and thus excluded from 1999 data.

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).

Table 2.8. Change in the Number of Small Business Loans by Loan Size,
June 1996-June 2004 (percent)

1997- 1998- 1999- 2000 2001- 2002—- 2003-

Loan size 1998' 19992 20002 2001 2002 2003 2004

<$100,000 19.3 10.1 26.9 10.1 45.0 -9.96 -3.64
$100,000-$250,000 1.8 5.4 7.0 5.9 8.8 2,12 4.93
$250,000-$1 million 1.4 7.6 8.4 7.0 9.8 0.92 8.52

1 Changes for 1997-1998 were estimated based on revised estimates for Keycorp in 1997.

2 So that 1998-1999 trends could be shown, 1998 figures were revised to exclude the credit card
operation of Mountain West Financial, which was purchased by a nonbank financial intermediary
and thus excluded from 1999 data.

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).
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In the smallest loans under $100,000, statistics are difficult to interpret because
of continued efforts by major small business credit card issuers to consoli-
date their data reporting.® The number and the dollar amounts of loans under
$100,000 declined further, although at lower rates—by 0.31 percent in the
value of the loans and 3.6 percent in the number (Zables 2.7 and 2.8). While
the number of these smallest business loans outstanding declined from 14.1
million to 13.6 million and the value declined from $125.7 billion to $125.3
billion in June 2004, indications are that the declines are, again, an account-
ing phenomenon.” Moreover, it appears that most major small business credit
card lenders continued to promote small business credit cards and reported
continued increases in the number and dollar amounts of the smallest loans
in the CRA report for loan activities in 2003.% Statistics from the 2003 CRA
study indicated that the rates of increase in the number and dollar amounts of
loans made in 2003 were comparable for the smallest loans under $100,000
and medium-sized loans of $100,000 to under $1 million.’

Bank consolidations continued to affect the relative importance of banks of

different sizes in the small business loan markets. The number of commercial

6 Small business credit cards accounted for an increasingly important part of the category of the smallest
loans under $100,000, especially the number of these loans. See U.S. Small Business Administration,
Office of Advocacy, Small Business and Micro Business Lending in the United States, 2002 Edition at
www.sba.gov/advo/research/2002.html#sbl.

7 The numbers used in the analysis include adjustment in the statistics reported by American Express
Centurion Bank, one of the largest business card issuers, because American Express has transferred
most small business lending activities to a new federal savings bank since the beginning of 2004,
not reported in the call report database utilized in this study. Without adjustment, statistics from
the June 2004 call report showed an even larger decline. Continued efforts by banks such as BB&T
to consolidate credit card accounts held by employees under the same employer also contributed to

adjustments.

8 Moreover, one major credit card bank, Capital One, reported in the CRA report (under the Federal
Savings Bank file) large increases in the number and dollar amounts of loans made that are not
captured in the call report data for commercial banks in this study.

9 The numbers and dollar amounts of loans for the BHCs/ banks with assets identified in the call
reports were $80.3 billion in 5,711,993 loans from 998 banks in 2003 and $72.3 billion in 5,293,178
loans from 905 banks in 2002.
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banks filing call reports declined by 137 between June 2003 and June 2004.
Again, all of the decline came from the smallest banks with assets of less than

$100 million (7uble 2.9).1°

To provide a better picture of the changing banking structure and the changing
share of small business loans by banks and bank holding companies (BHC:s) of
different sizes, call report data are consolidated to produce Table 2.10.

Of a total of 6,423 U.S. BHCs and banks, the 72 largest (with assets over $10
billion) accounted for three-quarters of total domestic assets and about two-
thirds of total business loans in the United States. Because of their promotion
of small business credit cards, these very large BHCs/banks accounted for two-
thirds of the total number of accounts for the smallest loans (under $100,000)
and about 50 percent of the total amount of these loans outstanding.

These largest banks’ small share of medium-sized loans between $100,000 and
$1 million nevertheless indicates a potential problem in the small business loan
markets. While the share of total domestic assets held by giant BHCs/banks
increased from 69.7 percent to 75.3 percent between June 1999 and June 2004,
their share of the medium-sized small business markets declined from 46.8
percent to 45 percent of the dollar amount and from 46.5 percent to 44.6
percent of the number (7able 2.11). Their share of total business loans has also
declined, from 69.5 percent to 63.3 percent during this period. The develop-
ments observed over the past five years warrant continued attention by small

business policy makers.!!

10 Changes in the number of reporting banks could also be caused by the financial reporting consolida-
tion of several BHCs. While the number of banks declined, the number of banking offices, including
both offices and branches, continued to increase. See FDIC, Statistics on Banking, on the FDIC
website, www2.fdic.gov/SDI/SOB/.

11 See also studies conducted for the Office of Advocacy: PM Keypoint, The Effects of Mergers and
Acquisitions on Small Business Lending by Large Banks, A report submitted to the U.S. Small Business
Administration, Office of Advocacy, contract no. SBAHQ-02-Q-0024.; Craig, S and P. Hardee,
The Impact of Bank Consolidation on Small Business Credit Availability, a report submitted to the
U.S. Small Business Administration, contract.no. SBA HQ-01-R-0005; and Charles Ou, Banking
Consolidation and Small Business Lending—A Review of Recent Research OER working paper, Office
of Advocacy, 2005.
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Table 2.9 Number of Reporting Banks by Asset Size, 1997-2004

Bank asset size 1997 1998 1999 2000 2001 2002 2003 2004

<$100 million 6,047 5644 5302 5034 4674 4369 4,022 3,815

$100 million-$500 million 2,590 2,656 2,683 2,751 2,777 2,839 2,990 3,059

$500 million-$1 billion 292 303 290 302 320 353 393 386
$1 billion-$10 billion 300 302 309 293 306 311 331 336
>$10 billion 64 61 75 79 76 77 79 82
Total 9,293 8966 8,659 8459 8,158 7949 7815 7,678

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).

Table 2.10 Shares of Assets and Business Loans Outstanding by Size
for All BHCs and Banks in the United States, by BHC/Bank Size, June 2004
(percent except first row)

Asset size of bank or BHC (as of June 30, 2004)

More $10 billion More $1 billion $500 Less All banks
than $50 to $50 than $10 to $10 millionto than $500 and
billion billion billion billion $1 billion million BHCs
Number of
banks/BHCs 22 50 72 300 345 5,706 6,423

Small business loans (less than $100,000)

Amount 34.27 15.45 49.72 13.08 6.12 31.08 100

Number 53.44 14.04 67.48 14.81 6.74 10.98 100
Small business loans ($100,000-$1 million)

Amount 28.83 16.16 45.00 19.96 8.24 26.80 100

Number 28.58 16.02 44.59 20.02 8.24 27.15 100
Total business loans

Amount 46.64 16.62 63.26 16.83 5.40 14.52 100
Total domestic assets

Amount 59.36 15.96 75.32 11.19 3.33 10.17 100

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).
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The market for business receivables served by finance companies recovered
slightly.'? Total business receivables outstanding for finance companies rose
moderately, by 3.1 percent. Large increases in receivables for vehicles offset
a small decline in receivables for equipment lending. The total asset value for
business receivables grew from $457.4 billion in 2003 to $471.9 billion by the
end of 2004 (Table 2.12).

After a significant rebound in 2003 from more than three years of major
declines, the U.S. stock markets consolidated and drifted downward for the
first nine months of 2004, surging to finish up slightly for the year as a result
of resumed optimism during the last three months. A consolidated market
with a slight upward trend was adequate to stimulate a very healthy market
for initial public offerings (IPOs), especially for larger public offerings. The
overall IPO market was very active, with 251 new issues valued at $48 billion
for 2004, compared with an average of $22 billion in 2002-2003. However,
investors’ enthusiasm for smaller companies, (those with assets before issu-
ance of $25 million or less) remained limited. While the number and dollar
amounts of IPOs for small companies rose, they remained below the lev-
els of 2000 and 2001, and considerably below the levels reached during the
small issue market peak of 1996-1999. (The overall IPO market peaked in
2000). Seven of the smallest IPOs (for companies with initial assets below
$10 million) were issued; the amount for these IPOs totaled $335 million.
There were 14 IPOs valued at $598 million for companies with assets under

$25 million (Table 2.13).

12 Statistics for the small business share of business receivables provided by finance companies are not
available. A recent study of the 1998 National Survey of Small Business Finances found that finance
companies accounted for 31 percent of total equipment and vehicle loans to small businesses in
1998. Their share of other markets—credit lines and commercial mortgages—was much smaller,
about 10 percent. See George Haynes, Finance Companies and Small Business Borrowers: Evidence
from the 1993 and 1998 Surveys of Small Business Finances, a report submitted to U.S. Small Business
Administration, Office of Advocacy, April 2005.
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Table 2.12 Business Loans Outstanding from Finance Companies,
December 31, 1980-December 31, 2004

Total receivables outstanding Annual change in

Billions of chain-type* price index
dollars Change for GDP (percent)
December 31, 2004 471.9 3.2 21
December 31, 2003 457.4 0.5 1.8
December 31, 2002 455.3 1.9 2.0
December 31, 2001 447.0 2.5 2.4
December 31, 2000 458.4 16.3 2.1
December 31, 1999 405.2 16.6 1.4
December 31, 1998 347.5 9.1 1.2
December 31, 1997 318.5 2.9 2.0
December 31, 1996 309.5 2.6 1.8
December 31, 1995 301.6 9.7 2.4
December 31, 1994 274.9 NA 25
December 31, 1993 294.6 2.3 2.3
December 31, 1992 301.3 1.9 2.5
December 31, 1991 295.8 0.9 2.6
December 31, 1990 293.6 14.6 3.4
December 31, 1989 256.0 9.1 4.6
December 31, 1988 234.6 13.9 3.9
December 31, 1987 206.0 19.7 4.0
December 31, 1986 1721 9.3 3.2
December 31, 1985 157.5 14.3 25
December 31, 1984 137.8 219 3.5
December 31, 1983 113.4 12.9 3.8
December 31, 1982 100.4 0 53
December 31, 1981 100.3 111 8.5
December 31, 1980 90.3

* Changes from the fourth quarter of the year before.

Source: Board of Governors of the Federal Reserve System, Federal Reserve Bulletin, Table 1.52
(or 1.51), various issues; U.S. Department of Commerce, Bureau of Economic Analysis, Business
Conditions Digest, various issues; and idem., Survey of Current Business, various issues.
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Table 2.13 Common Stock Initial Public Offerings by All
and Small Issuers, 1995-2004

Common stock

Number

Amount (millions of dollars)

Average size (millions of dollars)

Offerings by all issuers

2004 251 48,382.4 192.8
2003 86 16,116.6 187.4
2002 95 28,126.3 296.1
2001 99 37,526.0 379.1
2000 387 60,871.0 157.3
1999 512 63,017.4 123.1
1998 366 38,075.3 104.0
1997 623 45,785.0 735
1996 850 52,190.3 61.4
1995 570 32,786.1 57.5
Offerings by issuers with assets of $25 million or less

2004 14 598.4 42.7
2003 6 511.9 85.3
2002 10 410.4 41.0
2001 14 477.2 34.1
2000 56 3,323.9 59.4
1999 207 10,531.0 50.9
1998 128 4,513.7 5.3
1997 241 5,746.1 23.8
1996 422 10,642.0 25.2
1995 248 5,603.1 22.6

(continued, next page)
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Table 2.13 (continued)

Common stock

Number  Amount (millions of dollars)  Average size (millions of dollars)

Offerings by issuers with assets of $10 million or less

2004 7 335.0 47.9
2003 2 16.9 8.5
2002 4 150.9 37.7
2001 5 54.9 11.0
2000 13 407.2 31.3
1999 87 3,556.9 40.9
1998 62 2,208.0 35.6
1997 132 2,538.6 19.2
1996 268 5,474.4 20.4
1995 159 2,545.2 16.0
Note: Excludes closed end funds. Registered offerings data from the Securities and Exchange

Commission are no longer available; data provided by Securities Data Company are not as inclusive as
those registered with the SEC.

Source: Special tabulations prepared for the U.S. Small Business Administration, Office of Advocacy,
by Thomson Financial Securities Data, May 2005.

IPO

offerings by venture-backed companies improved significantly in 2004—

the number of venture-backed IPOs increased from 27 in 2003 to 83 in 2004
and the total amount increased from $1.9 billion to $8.4 billion."* The average

size of venture-backed TPOs was $102 million, the largest ever.™* Venture-

backed IPOs accounted for a significant share of total IPOs in 2004.%5

13

14

15

Total 2004 exits, including both venture-capital-backed initial public offerings (IPOs) and merger
and acquisition (M&A) activities totaled 416, 83 for IPOs and 333 for M&A deals. See National
Venture Capital Association, NVCA Yearbook 2005, 73 and 78.

National Venture Capital Association, NVCA Yearbook 2004, Arlington, Va., June 2004, 75-76.
A similar picture was observed for the alternative exit—private mergers and acquisitions, as was
discussed in the yearbook.

See NVCA Yearbook 2004, 73, Figure 6.02. However, the total number of all IPOs in the report, 191,
is much smaller than the number provided by Thomson Financial to the Office of Advocacy. See
Table 2.13 of this report.
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Venture Capital Funds

While investment in venture capital companies mirrored the recovery experi-
enced in the IPO markets, investment by venture capital companies showed a
more modest recovery. Total funds raised by venture capital firms increased
from $11.5 billion to $18.2 billion in 2004, while total disbursements increased
from $18.9 billion to $21.0 billion for 2,399 companies, 46 companies more
than in the previous year. First-round investment, however, remained low—
with an average amount of $4 billion in 2002-2004, compared with $5 billion
in 1996-1998. The number of invested companies averaged 800, compared
with 1,300 in the previous period. Again, while low in comparison with the
peaks of 1999-2001, the amounts of fund commitment and investment in port-
folio companies are comparable to the levels for 1998, when venture capital
activities surged ahead after more than 10 years of activity at about $3 billion to
$5 billion. Total capital under management increased slightly to $267 billion by
the end of 2004 (7able 2.14). Investment in small business portfolio companies
by small business investment companies (SBICs) increased in FY 2004, again
only modestly (7able 2.15). Total financing provided by SBICs amounted to
$2.84 billion, a moderate increase from $2.47 billion in FY 2003. The number
of financings decreased from 4,833, an extremely high level, in FY 2003 to
4,462 in FY 2004. The amount of first-round or initial investment, again, was
larger than the amount of follow-on investment, $1,706 million compared with
$1,131 million.® Investment by specialized SBICs (301d companies or
SSBICs) remained very small.

16 In contrast to investment by venture capital companies, the dollar amount of first-round investment
by SBIC:s has been greater than the follow-on investment—follow-on investments by venture capital
companies usually are three to four times the size of first-round investments.
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Table 2.14 New Commitments, Disbursements, and Total Capital Pool
of the Venture Capital Industry, 1982—-2004 (billions of dollars)

Capital under

Commitments Disbursements Initial-round Follow-on  management
2004 18.2 21.0 4.40 16.60 266.7
2003 1.5 18.9 3.60 15.30 256.7
2002 9.0 21.6 4.50 17.20 255.0
2001 38.0 40.9 7.50 33.40 251.6
2000 106.0 105.9 29.00 76.90 2231
1999 58.2 54.4 16.08 38.36 145.9
1998 30.4 21.2 7.30 13.94 91.4
1997 18.2 14.8 4.72 10.06 63.2
1996 11.6 1.5 4.29 7.26 49.3
1995 10.0 7.7 3.65 4.10 40.7
1994 7.8 4.2 1.73 2.47 36.1
1993 3.8 3.9 1.43 2.41 322
1992 5.1 3.6 1.27 2.11 30.2
1991 1.9 2.2 0.56 1.67 29.3
1990 3.3 2.8 0.84 1.97 31.4
1989 5.4 3.3 0.98 2.32 30.4
1988 4.4 3.3 1.03 2.23 27.0
1987 4.8 4.5 0.94 2.23 24.6
1986 3 41 0.89 2.09 20.3
1985 3.1 3.4 0.71 2.01 17.2
1984 3.2 3.3 0.86 2.09 13.9
1983 4.2 3.1 0.90 1.97 10.6
1982 2.0 1.8 0.59 1.00 6.7

Source: Venture Capital Journal (various Issues) and National Venture Capital Association Yearbook
2004, prepared by Venture Economics.
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Table 2.15 Disbursements to Small Businesses by Small Business
Investment Companies, Initial and Follow-on Financing, FY 1992—-FY 2004
(amounts in millions of dollars)

Initial financing Follow-on financing Total

Fiscal

year Number Amount Number Amount Number Amount
2004 1,307 1,706 3,155 1,131 4,462 2,837
2003 1,624 1,456 3,209 1,015 4,833 2,471
2002 1,060 1,274 2,944 1,386 4,004 2,660
2001 1,477 2,497 2,800 1,958 4,277 4,455
2000 2,251 3,860 2,388 1,606 4,639 5,466
1999 1,379 2,926 1,717 1,295 3,096 4,221
1998 1,721 2,037 1,725 1,202 3,446 3,239
1997 1,360 1,658 1,371 711 2,731 2,369
1996 1,081 1,022 1,026 594 2,107 1,616
1995 1,322 725 899 524 2,221 1,249
1994 1,241 517 1,107 484 2,348 1,001
1993 1,086 443 906 364 1,992 807
1992 1,056 322 943 222 1,999 544

Source: U.S. Small Business Administration, Investment Division.

Angel Investment

The national angel investor market continued to recover in 2004." Total invest-
ment by angel investors rose 24 percent to $22.5 billion in 2004 compared
with $18.1 billion in the previous year. About 48,000 entrepreneurial ventures
received angel funding in 2004, up 24 percent from 2003. Active investors in
2004 totaled 225,000 individuals, up 2.5 percent from 2003. On average, 4 to

5 investors joined forces to fund an entrepreneurial start-up.'®

17 According to a new report about the 2004 national angel investor market. The report was released
by the Center for Venture Research at the University of New Hampshire Whittemore School of
Business and Economics.

18  See the press release concerning the Center for Venture Research report about the 2004 angel inves-
tor market from Jeff Sohl, titled “Angel Investor Market Sustains Modest Recovery in 2004” at www.
imakenews.com/innovationphiladelphia/e_article000376110.cfm?x=b4RdQR3,b2fwVirTiw
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Overall borrowing in the financial markets continued to show significant
increases in 2004, again dominated by household borrowing for housing invest-
ment, by the government sector, and by a resumption in corporate borrowing.
Small business borrowing also increased, although only moderately. Increased
earnings and cash flow were adequate to meet the increased demand for fund-
ing. There was no indication that small business borrowing was constrained by

an inadequate supply of funding.

The equity capital market also recovered, especially for larger later-stage
financing—as indicated by large increases in venture-backed IPOs and merg-
ers and acquisitions. Small IPOs remained very limited. While investment by
venture capital companies continued to recover, equity funding was difficult to
find for early-stage companies, and first-round startup financing remained at
low levels. Angel investors continued to be important in providing funding for

early-stage entrepreneurs in 2004.
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FEDERAL PROCUREMENT
from SMALL FIRMS

President Bush’s 2002 Small Business Agenda called for a number of steps that
would create an environment in which small firms could flourish, among them
ensuring that U.S. government contracts are open to all small businesses that

can supply the government’s needs.

A number of steps taken in 2004 have helped move the federal procurement
markets further along that path, including improvements in guidance for large
businesses subcontracting to small firms, efforts to improve the small business
size standards, clarification of the “novation” regulations that apply to small
businesses acquired by larger ones, moves toward greater transparency in fed-
eral procurement data, and initiatives to reduce the bundling of contracts that

can leave small firms out of the competition.

As a result of these and other efforts in federal contracting, small businesses
were awarded $69.23 billion or 23.09 percent of the $299.9 billion in federal
prime contracts in FY 2004.

The SBA’s Office of Advocacy publishes various research studies in an effort
to improve the climate for, among other things, small business contracting.
Advocacy procurement studies published in 2004 looked at electronic procure-
ment, contracting with veteran-owned businesses, and the coding of businesses

for procurement purposes.

Small businesses continued to be the backbone of the nation in 2004. In his
2002 Small Business Agenda, President Bush called for improving small busi-

ness access to government contracts, specifically for efforts to:

Ensure that government contracts are open to all small busi-
nesses that can supply the government’s needs,
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Avoid unnecessary contract bundling, and

Streamline the appeals process for small businesses that contract
with the federal government.

In the federal procurement arena, small businesses made significant gains
toward a more level playing field, as efforts were under way to reduce con-
tract bundling and improve small business access to federal procurement
opportunities.

Subcontracting

With small business support, regulations were promulgated in 2004 that pro-
vided guidance to “other than small” contractors (large businesses) subcon-
tracting with small businesses.! The final rule also authorized the evaluation
of past performance in meeting subcontracting goals as a source selection fac-
tor for use by federal agencies in placing orders through the Federal Supply
Schedules, governmentwide agency schedules, and multiple-agency contracts.
These changes were in line with the President’s Small Business Agenda.

Small Business Size Standards

An effort was made in 2004 to revamp the entire small business size standard
program. In the Small Business Act, the Congress authorized the U.S. Small
Business Administration (SBA) to establish guidelines for determining the sizes
of businesses that should be eligible for federally funded program assistance. The
SBA subsequently established size standards for small businesses, based on a
company’s annual revenue over a three-year period or on its number of employ-
ees. Over the years, concerns have been expressed that the size of businesses were
defined as either too large or too small. The SBA attempted to address some of
these concerns in a draft size standard rulemaking in June 2004. Through the
direct involvement of the Office of Advocacy, the Small Business Administration,
and stakeholders across the country, the proposed regulations were withdrawn
in favor of issuing an advance notice of proposed rulemaking. This process has
allowed small business stakeholders to attend field hearings across the country to

discuss how best to redesign the existing size standard program.

1 See Small Business Government Contracting Programs; Subcontracting (RIN: 3245-AF12) published
in the Federal Register, December 20, 2004, 69 Fed. Reg. 75820.
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Size Determinations: Contract Novation

The debate on the appropriate size of a small business extended to a debate on
the status of a small business after it has been acquired by another company.
To answer at least one element of this debate, the SBA issued final “novation”
regulations in 2004.2 Novation is the process whereby one company is acquired
by another and its contracts are changed over to the name of the acquiring
company. In the past, some small business contracts not novated to the large
business continued to be counted as small business awards. In the new nova-
tion process, once a small business has been acquired by means of a purchase or
merger, the contract is written to reflect the transfer of ownership and the small
business owner must reaffirm its small business status by submitting a written
self-certification statement to the contracting officer of the procuring agency.

Small Business Procurement Data

Efforts have been initiated to provide greater transparency in federal procure-
ment data. In 2004, the General Services Administration and the Office of
Federal Procurement Policy (OMB/OFPP) introduced the fourth generation
of the Federal Procurement Data System (FPDS). The new system is referred
to as FPDS-NG. There have been problems with the quality, timeliness, and
accuracy of the data under the new system. When the system is fully opera-
tional, small business stakeholders will be able to retrieve federal small business
procurement numbers in real time and thus should be able to make policy and
marketing decisions more quickly and accurately.®

Contract Bundling

Contract bundling is the practice of combining two or more contracts into
a large single agreement, a practice that most of the time pushes small firms
out of the competition. A study by the Office of Advocacy revealed that in
2001, contract bundling was at a ten-year high. President Bush in his 2002
Small Business Agenda requested agencies to stop the unnecessary bundling
of contracts. The agenda also required the OMB/OFPP to develop a detailed

2 See the proposed regulation at 67 Federal Register 70339, November 22, 2002; final, 69 Federal
Register 29192, May 21, 2004; final rule correction, 69 Federal Register 45551, July 30, 2004.

3 See Amendment 2004-04, General Services Acquisition Regulations (GSAR) Case 2004-G509,
Access to the Federal Procurement Data System, December 28, 2004.
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plan to implement this objective.* The SBA and OMB/OFPP initiated regu-
latory action. The proposed regulation was published in the Federal Register
on January 31, 2003; the final regulation on October 20, 2003.° In May 2004
the Government Accountability Office (GAO) published a report, Contract
Management: Impact of Strategy to Mitigate Effects of Contract Bundling, which
tound that agency bundling data in the Federal Procurement Data System
were miscoded because of confusion about the statutory definition of contract
bundling, inadequate verification of information, and ineffective controls in

the FPDS reporting process.

The Office of Advocacy is charged in its authorizing statute to “examine the
role of small business in the American economy and the contribution which
small business can make in improving competition...” In line with its research
mandate, the Office of Advocacy in 2004 published three reports on federal

government purchasing from small firms.

Trends in Electronic Procurement and Electronic Commerce and Their Impact on
Small Business, prepared by Innovation and Information Consultants, Inc., was
published in June 2004.¢ The report examined the extent to which businesses
are using Internet and electronic information technologies in government
procurement. The report found small businesses increasing their use of the
Internet for e-procurement. In FY 2000, only 2 percent of all small business
procurement dollars were obtained through e-procurement; by FY 2002, the

share had risen to 6.5 percent.

Characteristics of Federal Government Procurement Spending with Veteran-Owned
Businesses: FY 2000—-FY 2003 (3Q), published in June 2004, was prepared under
contract with Eagle Eye Publishers, Inc.” The study found that federal agen-

cies were actually providing more contracts and dollars to veteran-owned firms

4 The OMB/OFPP report is available at www.acgnet.gov.
5 67 Federal Register 47244, January 31, 2003, and 68 Federal Register 60015, October 20, 2003.
6 The report is available at Az£p.//www.sba.gov/advo/research/rs240tot. pdf

7 The report may be found at Aztp://www.sba.gov/advo/research/rs239tot. pdf
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than they were reporting. Some of the findings in the study supported a sub-
sequent legislative initiative designed to increase federal procurement dollar

awards to small businesses owned by service-disabled veterans.

Published in December 2004, Analysis of Type of Business Coding for the Top
1,000 Contractors Receiving Small Business Awards in FY 2002 found coding

problems with small business contracts.®

The change in the novation policy and several other regulatory changes in pro-
posal stages are significant initiatives to improve the process of providing more
transparency in counting small business contract awards. The new FPDS-NG is
also designed to reduce the potential for human error in transferring data from
the contractor to the contracting agency to the FPDS. These achievements are
among the highlights of the FY 2004 small business contracting activities.

Small businesses are eager to pursue government contracts. In fiscal year 2004,
the federal government awarded more procurement dollars to small firms than in
the past. The federal government awarded a total of $299.9 billion in contracts
for the purchase of goods that were available for small business participation

(Table 3.1).

Small businesses were awarded $69.23 billion in direct prime contracts in
2004 or 23.09 percent of the total. In FY 2003, small businesses were awarded
approximately $45.5 billion in subcontracts from prime contractors. The FY
2004 subcontracting numbers are not available but it is estimated based on the
FY 2003 level of subcontracting that small businesses were awarded nearly $50
billion. The total procurement amount for small businesses in FY 2004, includ-

ing both prime contracts and subcontracts, is estimated at $119.2 billion.

Sources of Small Business Awards by Department/Agency

The largest share of all federal purchases in contracts has historically come

from the Department of Defense (DOD) (7ubles 3.2-3.4). The DOD share of

8 The report is available at Azzp://www.sba.gov/advo/research/rs246tot. pdf
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Table 3.1 Total Federal Prime Contract Actions, FY 2002, FY 2003, and FY 2004

Numbers as Produced by Eagle Eye Numbers as Produced by SBA'
Thousands of dollars Thousands of dollars
Small Small
business business
share Small share Small
Total (percent) business Total (percent) business
Total, FY 2002 259,084,850 54,080,122 20.9 235,417,413 53,250,281 22.6
Actions under
$25,000 14,506,369 6,854,072 47.2
Actions over
$25,0002 244,578,481 47,226,050 19.3
Total, FY 2003 307,459,171 65,752,994 21.4 277,477,716 65,505,924 23.6
Actions under
$25,000 15,140.026 5,939,664 39.2
Actions over
$25,000? 292,319,145 59,813,330 20.5
Total, FY 2004° 299,886,097 69,228,771 23.09

1 The U.S. Small Business Administration’s Office of Government Contracting (OGC) calculated the
share of federal dollars going to small businesses as part of its goaling process with other agencies.
The OGC excluded certain categories of contract awards from the base or denominator of percent-
ages awarded to small businesses because SBA officials believe that small businesses do not have
a reasonable opportunity to compete for them. In the FPDC figures no contracts are excluded from
the analysis.

2 Reported individually.

3 In 2004, the General Services Administration and the Office of Federal Procurement Policy (OMB/
OFPP) introduced the fourth generation of the FPDS. The new FPDS-NG data shown here, unless
otherwise noted, reflect all contract actions available for small business competition, not just those
over $25,000. The figures are not strictly comparable with those shown for previous years.

Source: General Services Administration, Federal Procurement Data Center.
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Table 3.2 Procurement Dollars in Contract Actions over $25,000
by Major Agency Source, FY 1984-FY 2003, and in Total, FY 2004

Percent of total

Fiscal Total

year (thousands of dollars) DOD DOE NASA Other
2004* 299,886,098 67.8 1.3 2.6 28.3
2003 292,319,145 67.9 7.2 4.0 20.9
2002 258,125,273 65.1 7.4 4.5 23.1
2001 248,985,613 58.2 7.5 4.5 29.8
2000 207,401,363 64.4 8.2 5.8 22.2
1999 188,846,760 66.4 8.4 5.8 19.4
1998 184,178,721 64.1 8.2 5& 21.8
1997 179,227,203 65.4 8.8 6.2 19.5
1996 183,489,567 66.5 8.7 6.2 18.7
1995 185,119,992 64.3 9.1 6.3 20.2
1994 181,500,339 65.4 9.9 6.3 18.4
1993 184,426,948 66.7 10.0 6.4 16.8
1992 183,081,207 66.3 10.1 6.6 16.9
1991 193,550,425 70.2 9.5 6.1 14.2
1990 179,286,902 72.0 9.7 6.4 11.9
1989 172,612,189 75.0 8.8 5.7 10.6
1988 176,544,042 76.9 8.2 4.9 10.0
1987 181,750,326 78.6 7.7 4.2 9.5
1986 183,681,389 79.6 7.3 4.0 9.0
1985 188,186,597 80.0 7.7 4.0 8.3
1984 168,100,611 79.3 7.9 4 9.0

DOD = Department of Defense; DOE = Department of Energy; NASA = National Aeronautics and
Space Administration.

* For FY 2004, the new FPDS-NG data shown here reflect all contract actions available for small busi-
ness competition (excluding some categories), not just those over $25,000. The figures are not
strictly comparable with those shown for previous years.

Note: For FY 1983 through FY 2003, the dollar threshold for reporting detailed information on DOD
procurement actions was $25,000. For civilian agencies, the figure increased from $10,000 to $25,000
starting in FY 1986 and continuing in the data shown here through FY 2003.

Source: General Services Administration, Federal Procurement Data Center, Eagle Eye Publishers,
and Special Report 87458A, prepared for the U.S. Small Business Administration, Office of Advocacy
(Washington, D.C.: U.S. Government Printing Office, May 19, 1988).
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Table 3.3 Distribution of Small Business Share of Dollars in Contract Actions by

Procuring Agency Source, FY 2003 and FY 2004*

Table 3.3 (continued)

Small
business
distribution
Total small business (percent) Rank
FY FY FY FY

FY 2004* FY 2003 2004* 2003 2004* 2003
Total, all agencies 69,228,771,571 59,813,315,875 100.00 100.00 100.00 100.00
Agency for
International
Development
(1152, 7200) 51,944,280 286,346,162 0.08 0.48 18 18
Commission on
National and
Community Service — 5,414,167 — 0.01 — 34
Commodity Futures
Trading Commission 3,537,943 2,596,098 0.01 0.00 34 38
Consumer Product
Safety Commission 5,253,688 3,903,553 0.01 0.01 32 36
Department of
Agriculture 1,957,587,894  2,102,422,715 2.83 851 5 3
Department of
Commerce 794,439,680 686,886,946 1.15 1.15 12 13
Department of
Defense 46,928,476,346  36,912,997,871 67.79  61.71 1 1
Department of
Education 102,648,093 162,806,134 0.15 0..27 20 20
Department of
Energy 918,251,981 844,270,905 1.32 1.41 11 12
Department of
Health and Human
Services 2,339,000,990  1,732,359,097 3.38 2.90 3 4
Department of
Homeland Security 1,706,076,224 969,767,603 2.46 1.62 7 9
Department of
Housing and Urban
Development 686,939,213 528,899,557 0.99 0.88 14 15
Department of the
Interior 1,240,593,866  1,584,251,672 1.79 2.65 9 6

(continued, next page)

* Through FY 20083, the contract dollars reflected in the data were in contracts over $25,000. For FY
2004, the new FPDS-NG data shown here reflect all contract actions available for small business
competition (excluding some categories), not just those over $25,000. The figures are not strictly
comparable with those shown for FY 2003.
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Small
business
distribution
Total small business (percent) Rank
FY FY FY FY

FY 2004* FY 2003 2004* 2003 2004* 2003
Department of
Justice 1,271,135,195 903,591,865 1.84 1.51 8 10
Department of Labor 587,813,760 410,909,064 0.85 0.69 16 16
Department of State 946,842,559 982,884,028 1.37 1.64 10 8
Department of the
Treasury 714,322,403 575,690,820 1.03 0.96 13 14
Department of
Transportation 677,934,185 879,082,080 0.98 1.47 15 11
Department of
Veterans Affairs 2,263,843,279 1,722,399,592 3.27 2.88 4 5
Environmental
Protection Agency 398,490,413 295,867,425 0.57 0.49 17 17
Equal Employment
Opportunity
Commission 13,726,398 5,862,139 0.02 0.01 30 &3
Executive Office of
the President 28,005,947 39,560,087 0.04 0.07 26 22
Federal Election
Commission 2,127,792 1,190,890 0.00 0.00 36 40
Federal Emergency
Management
Agency 17,619,592 18,280,230 0.03 0.03 29 28
Federal Maritime
Commission 472,359 26,951 0.00 0.00 42 44
Federal Trade
Commission 38,918 8,667,637 0.00 0.01 43 29
General Services
Administration 3,161,604,640  6,201,129,970 457  10.37 2 2
International Trade
Commission 4,992,441 3,371,994 0.01 0.01 33 37
National Aeronautics
and Space
Administration 1,804,891,570  1,524,160,449 2.61 2.55 6 7

(continued, next page)

* Through FY 20083, the contract dollars reflected in the data were in contracts over $25,000. For FY
2004, the new FPDS-NG data shown here reflect all contract actions available for small business
competition (excluding some categories), not just those over $25,000. The figures are not strictly
comparable with those shown for FY 2003.
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Table 3.3 (continued) Table 3.3 (continued)

Small Small
business business
distribution distribution
Total small business (percent) Rank Total small business (percent) Rank
FY FY FY FY FY FY FY FY
FY 2004* FY 2003 2004* 2003 2004* 2003 FY 2004* FY 2003 2004* 2003 2004* 2003
National Archives Trade and
and Records Development
Administration 40,454,930 35,934,719 0.06 0.06 23 24 Agency 829,702 130,917 0.00 0.00 41 43
National Foundation U.S. Information
on the Arts and the Agency 1,708,616 18,422,425 0.00 0.03 37 27
Humanities 1,664,093 1,120,947 0.00 0.00 38 41 U.S. Soldiers’ and
National Labor Airmen’s Home — 423 — 0.00 — 45
Relations Board 1,074,647 4,246,127 0.00 0.01 40 35

* Through FY 20083, the contract dollars reflected in the data were in contracts over $25,000. For FY
2004, the new FPDS-NG data shown here reflect all contract actions available for small business

National Mediation

Board — 668,973 — 0.00 — 42 N X i ; i X
. . competition (excluding some categories), not just those over $25,000. The figures are not strictly

National Science comparable with those shown for FY 2003.

Foundation 22,343,855 7,589,001 0.03 0.01 28 31

National Source: General Services Administration, Federal Procurement Data Center, and Eagle Eye Publishers.
ational

Transportation

Safety Board 1,208,490 — 0.00 — 39 —

Nuclear Regulatory

Commission 34,851,834 28,071,019 0.05 0.05 24 25

Office of Personnel

Management 78,325,112 36,198,840 0.11 0.06 21 23

Peace Corps 5,950,269 6,846,102 0.01 0.01 31 32

Railroad Retirement

Board 2,432,260 2,348,958 0.00 0.00 85 39

Securities and

Exchange

Commission 59,192,592 8,170,238 0.09 0.01 22 30

Small Business

Administration 26,801,613 23,164,306 0.04 0.04 27 26

Smithsonian

Institution 28,545,265 52,069,371 0.04 0.09 25 21

Social Security
Administration 227,786,096 192,736,525 0.33 0.32 19 19

(continued, next page)

* Through FY 20083, the contract dollars reflected in the data were in contracts over $25,000. For FY
2004, the new FPDS-NG data shown here reflect all contract actions available for small business
competition (excluding some categories), not just those over $25,000. The figures are not strictly
comparable with those shown for FY 2003.
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Table 3.4 Small Business Share of Dollars in Contract Actions by Top 24 Major
Procuring Agencies, Fiscal Year 2004

Contract dollars Small

(thousands) business
Small share Share
Agency Total  business (percent)  rank

Total 299,886,098 69,228,772 23.09
Department of Defense 210,742,333 46,928,476 22.27 17
General Services Administration 7,470,718 3,161,604 42.32 8
Department of Health and Human Services 7,892,963 2,339,001 29.63 13
Department of Veterans Affairs 8,472,953 2,263,843 26.71 16
Department of Agriculture 3,996,408 1,957,588 48.98 5
National Aeronautics and Space Administration 12,456,469 1,804,892 14.49 20
Department of Homeland Security 4,435,595 1,706,076 38.46 9
Department of Justice 3,876,756 1,271,135 32.79 11
Department of the Interior 2,323,773 1,240,594 53.39 2
Department of State 1,871,751 946,843 50.59 4
Department of Energy 21,987,386 918,252 4.18 23
Department of Commerce 1,491,763 794,440 53.26 3
Department of the Treasury 2,450,891 714,322 29.15 15
Department of Housing and Urban Development 946,938 686,939 72.54 1
Department of Transportation 1,572,426 677,934 43.11 7
Department of Labor 1,681,304 587,814 34.96 10
Environmental Protection Agency 1,352,085 398,490 29.47 14
Social Security Administration 523,150 227,786 43.54 6
Department of Education 1,523,043 102,648 6.74 22
Office of Personnel Management 469,639 78,325 16.68 19
National Archives and Records Administration 126,259 40,455 32.04 12
Smithsonian Institution 140,780 28,545 20.28 18
Executive Office of the President 240,262 28,006 11.66 21
Agency for International Development (1152) 1,225,733 21,401 1.75 24

Note: For FY 2004, the new FPDS-NG data shown here reflect all contract actions available for small
business competition (excluding some categories), not just those over $25,000. The figures are not
strictly comparable with figures for previous years.

Note: All agencies are represented in the total dollars for FY 2004; the organizations listed are those
agencies that awarded at least $100 million in individual contract actions over $25,000 in FY 2004.

Source: General Services Administration, Federal Procurement Data Center, and Eagle Eye Publishers.
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awards overall declined steadily from 80 percent of these contract dollars in FY
1985 to 66.3 percent in FY 1992. Since the early 1990s, the DOD share has
remained at about two-thirds of all dollars in contracts over $25,000. In 2004,
some 70 percent of total contract dollars available for small business compe-
tition and 68 percent of the $69 billion in FY 2004 prime contract dollars
awarded to small businesses resulted from Department of Defense awards.

The Department of Defense awarded $46.9 billion or 22.27 percent of its dol-
lars available for small business competition in FY 2004 to small businesses
(Tuble. 3.4). The next largest source of federal contracting awards to small busi-
nesses was the General Services Administration, which awarded $3.16 billion
or 42.32 percent of its dollars to small business in FY 2004. Third was the
Department of Health and Human Services, which awarded $2.34 billion or

29.6 percent to small businesses.

Small Business Innovation Research

The Small Business Innovation Development Act requires the federal depart-
ments and agencies with the largest extramural research and development
(R&D) budgets to award a portion of their R&D funds to small businesses.
Ten government agencies with extramural research and development obliga-
tions over $100 million initially participated in this program: the Departments
of Agriculture, Commerce, Defense, Education, Energy, Health and Human
Services, and Transportation, and the Environmental Protection Agency, the
National Aeronautics and Space Administration, and the National Science
Foundation. A total of about $17.3 billion has been awarded to small busi-
nesses over the 22 years of the program (7Zable 3.5).° Participating agencies
received a total of 30,766 proposals in FY 2004.

Procurement from Minority- and Women-owned Businesses

Small women- and minority-owned businesses continue to increase their level
of participation in the federal marketplace (7ables 3.6-3.8). Small women-owned
businesses constitute approximately 26 percent of the total nonagricultural

9 FY 2004 figures for the Small Business Innovation Research program are preliminary.
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Table 3.5 Small Business Innovation Research Program, FY 1983-FY 2004

Phase | Phase Il

Total awards

Number of Number of Number of Number of (millions of

Fiscal year proposals awards proposals awards dollars)
Total 409,327 60,210 47,272 22,872 17,307.3
2004 30,766 4,638 3,604 2,013 1,867.4
2003 27,992 4,465 3,267 1,759 1,670.1
2002 22,340 4,243 2,914 1,577 1,434.8
2001 16,666 3,215 2,566 1,533 1,294.4
2000 17,641 3,172 2,533 1,335 1,190.2
1999 19,016 3,334 2,476 1,256 1,096.5
1998 18,775 3,022 2,480 1,320 1,100.0
1997 19,685 3,371 2,420 1,404 1,066.7
1996 18,378 2,841 2,678 1,191 916.3
1995 20,185 3,085 2,856 1,263 981.7
1994 25,588 3,102 2,244 928 717.6
1993 23,640 2,898 2,632 1,141 698.0
1992 19,579 2,559 2,311 916 508.4
1991 20,920 2,553 1,734 788 483.1
1990 20,957 2,346 2,019 837 460.7
1989 17,233 2,137 1,776 749 431.9
1988 17,039 2,013 1,899 711 389.1
1987 14,723 2,189 2,390 768 350.5
1986 12,449 1,945 1,112 564 297.9
1985 9,086 1,397 765 407 1991
1984 7,955 999 559 338 108.4
1983 8,814 686 127 74 44.5

Note: The FY 2004 numbers are preliminary. Phase | evaluates the scientific and technical merit and
feasibility of an idea. Phase Il expands on the results and further pursues the development of Phase
|. Phase lll commercializes the results of Phase Il and requires the use of private or non-SBIR federal
funding. The Phase Il proposals and awards in FY 1983 were pursuant to predecessor programs that
qualified as SBIR funding.

Source: U.S. Small Business Administration, Office of Innovation, Research and Technology (annual
reports for FY 1983-FY 2004).
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Table 3.6 Prime Contract Awards by Recipient Category (billions of dollars)

FY 2003 FY 2004

Dollars Percent Dollars Percent
Total to all
businesses 277.48 100.00 299.89 100.00
Small businesses 65.51 23.61 69.23 23.08
Small disadvantaged
businesses (SDBs) 19.46 7.01 18.54 6.11
8(a) businesses 10.11 3.64 8.44 2.81
Non-8(a) SDBs 9.35 3.37 10.09 3.30
HUBZone
businesses 3.42 1.23 4.78 1.58
Women-owned
small businesses 8.28 2.98 9.09 3.03
Service-disabled
veteran-owned
small businesses 0.55 0.20 1.15 0.38

Source: Federal Procurement Data System.

business population of the United States and their share of the federal procure-
ment dollars grew from 2.98 percent in FY 2003 to 3.03 percent in FY 2004
(Table 3.6). Small disadvantaged businesses achieved their 5 percent goal by
reaching 6.11 percent or $18.54 billion. Participants in the SBA 8(a) program
were awarded 2.8 percent of the total FY 2004 procurement dollars or $8.44
billion in contracts.

Service-disabled veteran business owners are now included in the socio-economic
groups monitored in the federal procurement marketplace. Public Law 106-50
established a statutory goal of 3 percent of all prime and subcontracting dollars
to be awarded to service-disabled veterans. In FY 2001 they were awarded 0.25
percent of direct federal contract dollars and in FY 2002 that percentage was
0.17 percent. In FY 2003 their share increased to $550 million or 0.20 percent
and in FY 2004, small service-disabled veterans were awarded contracts valued
at $1.15 billion or 0.38 percent of federal contracting dollars.
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Table 3.8 Contract Actions Over $25,000, FY 1984-FY 2003, and FY 2004
Total* with Annual 8(a) Set-Aside Breakout

Thousands of dollars

Fiscal Year Total 8(a) set-aside 8(a) share (percent)
2004* 299,886,098 8,438,046 2.8
2003 292,319,145 10,043,219 3.4
2002 258,125,273 7,868,727 3.0
2001 248,985,613 6,339,607 2.5
2000 207,537,686 5,785,276 2.8
1999 188,865,248 6,125,439 3.2
1998 184,176,554 6,527,210 95
1997 179,227,203 6,510,442 3.6
1996 183,489,567 6,764,912 3.7
1995 185,119,992 6,911,080 3.7
1994 181,500,339 5,977,455 9.8
1993 184,426,948 5,483,544 3.0
1992 183,081,207 5,205,080 2.8
1991 198,550,425 4,147,148 21
1990 179,286,902 3,743,970 2.1
1989 172,612,189 3,449,860 2.0
1988 176,544,042 3,528,790 2.0
1987 181,750,326 3,341,841 1.8
1986 183,681,389 2,935,633 1.6
1985 188,186,629 2,669,174 1.4
1984 168,101,394 2,517,738 1.5

*For FY 2004, the new FPDS-NG data shown here reflect all contract actions available for small busi-
ness competition (excluding some categories), not just those over $25,000. The figures are not
strictly comparable with those shown for previous years.

Source: General Services Administration, Federal Procurement Data Center.
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MINORITY
ENTREPRENEURSHIP

Minority entrepreneurship continues to be an important facet of the American
small business mainstream.! Of the various ethnic and racial groups in the
United States, White non-Latinos and Asians have the highest self-employ-
ment rates. The likelihood of business ownership among Latinos is roughly
60 percent of that for White non-Latinos and the African-American self-
employment rate is roughly 40 percent of the White non-Latino rate.

Trends among the groups differ by gender, so the analysis of trends in self-employ-
ment by race and ethnicity includes separate discussions for men and women.
The White male self-employment rate rose by slightly more than 2 percentage
points from 1979 to 1993, dropped the next year, and has essentially remained
at the lower level. The male African-American self~employment rate remained
roughly constant in the 1980s, increased in the early 1990s, decreased in the late
1990s, increased again in the 2000s, and hit a high point in 2003. Self-employ-
ment among Latino men has fluctuated around 8 percent, while the business
ownership rate for Asian men declined by more than 2 percentage points from
1989 to 2003. Asian men continue to have the highest rate of business ownership

among minority groups.

Female self-employment rates generally increased sharply from 1979 to the
mid-1990s. Business ownership rates for African-American women and Latinas
increased fairly steadily over the entire period. Self-employment rates for Asian

women remained roughly constant over the period.

The research looks at causes for lower rates of minority business ownership, as
well as the literature on racial differences in business outcomes and at contract-

ing set-asides, a key public policy addressing minority business development.

1 This chapter was prepared under contract with the U.S. Small Business Administration, Office of
Advocacy by Robert W. Fairlie, University of California, Santa Cruz, rfairlie@ucsc.edu, with review
by Ying Lowrey of the Office of Advocacy.
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African-American and Latino business ownership rates, compared with White
and Asian business ownership rates, reveal striking differences. Estimates from
the 2000 Census indicate that 11.8 percent of White workers and 10.9 per-
cent of Asian workers are self-employed business owners, whereas only 4.8
percent of Black workers and 7.2 percent of Latino workers are business own-
ers. Furthermore, African-American/White differences in business ownership

rates have remained roughly constant over most of the twentieth century.?

In addition to lower rates of business ownership, African-American and Latino
firms are less successful on average than are White or Asian firms. In particu-
lar, businesses owned by African Americans and Latinos have lower sales, hire
fewer employees, and have smaller payrolls than White-owned businesses.®
African-American-owned firms also have lower profits and higher closure

rates than White-owned firms.*

The relatively smaller number and weaker performance of minority-owned busi-
nesses in the United States is a major concern among policymakers. A large
number of federal, state, and local government programs have provided set-asides
and loans to minorities, women, and other disadvantaged groups.’ In addition,
many states and the federal government are promoting self-employment as a way
for families to leave the welfare and unemployment insurance rolls.® The interest
in entrepreneurship and business development programs has been spurred by
arguments from academicians and policymakers that entrepreneurship provides
a route out of poverty and an alternative to unemployment.” It has been argued,
for example, that the economic success of several immigrant groups in the United

States is in part because of their ownership of small businesses.®

2 Fairlie and Meyer, 2000.

3 U.S. Census Bureau, 2001, U.S. Small Business Administration, 2001.

4 U.S. Census Bureau, 1997, U.S. Small Business Administration, 1999.

5 See Bates, 1993a, for a description of programs promoting self-employment among minorities.
6 Vroman 1997, Kosanovich, et al., 2001, Guy, Doolittle, and Fink, 1991, and Raheim, 1997.

7 Glazer and Moynihan, 1970, Light, 1972, 1979, Sowell, 1981, and Moore, 1983.

8 Loewen, 1971, Light, 1972, Baron, et al., 1975, Bonacich and Modell, 1980, and Min, 1996.
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Minority-owned firms hired more than 4.2 million employees in the United
States in 1997, a disproportionate share of them minorities.” Self-employed
business owners are also unique in that they create jobs for themselves, and
it has been argued that political influence comes with success in small busi-
ness.' Finally, business ownership is the main alternative to wage-and-salary
employment for making a living, and thus has important implications for earn-
ings and wealth inequality. Both African-American and White entrepreneurs
are found to have more upward mobility and less downward mobility in the

wealth distribution than wage-and-salary workers.!!

This review of the recent and rapidly expanding literature on minority business

ownership will focus on four major research topics:

Current patterns and recent trends in business ownership and out-

comes by race and ethnicity in the United States and internationally,

The major causes of low rates of business ownership among

disadvantaged minorities identified in the literature,

The relatively young and growing literature on racial differences

in business outcomes, and

A key public policy addressing minority business development:

contracting set-asides.

For all of these topics, the discussion will focus on new estimates and previous

research using large, nationally representative individual- and business-level data.

Before discussing the more substantive literature on minority business ownership,
it is useful to first lay out the basic facts. A number of major trends in minority
business ownership have occurred in the past few decades. Microdata from the
1979 to 2003 Outgoing Rotation Group Files to the Current Population Survey
(CPS) are used for this analysis. These data provide an up-to-date estimate of the

9 U.S. Census Bureau, 1997, 2001.
10 Brown, Hamilton, and Medoff, 1990

11 Bradford, 2003.
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rate of self-employment in the United States. They improve on published esti-
mates from the same source by the Bureau of Labor Statistics (BLS). Regularly
published estimates from the BLS, such as those reported in Employment and
Earnings, do not include incorporated business owners, which represent roughly

one-third of all business owners—and that share is growing."

These data may also provide a more accurate representation of recent trends
in minority business ownership than the Survey of Minority-Owned Business
Enterprises (SMOBE). The scope of businesses included in the SMOBE has
changed over the past two decades and the data possibly include a large num-
ber of side or “casual” businesses owned by wage-and-salary workers or indi-
viduals who are not in the labor force.”® The Current Population Survey (CPS)
microdata include all individuals who identify themselves as self-employed in
their own unincorporated or incorporated business on their main job, and thus

capture only primary business owners.

Before discussing the trends by race and ethnicity, it is useful to compare over-
all rates of self-employment across groups (Chart 4.1 and Table 4.1).* For this
discussion of self-employment rates, the mean value from each of the last three
years of the CPS is used to increase sample sizes and remove the emphasis
placed on any specific year; therefore, the values will not correspond to any
single year’s self-employment rate shown in the table.’ A clear ordering of
self~employment propensities across ethnic and racial groups emerges. White
non-Latinos and Asians have the highest self-employment rates. Among White
non-Latinos, 10.7 percent of the work force is self-employed. The Asian self-
employment rate is slightly lower, at 10.3 percent. Relative to these two groups,
African Americans and Latinos are much less likely to be self-employed. The
likelihood of business ownership among Latinos is roughly 60 percent of that

12 See Hipple (2004) for recent estimates of the number of unincorporated and incorporated business owners.

13 The data include individuals who file an IRS form 1040 Schedule C (individual proprietorship or
self-employed person), 1065 (partnership), or 1120S (subchapter S corporation). Estimates from the
confidential 1992 Characteristics of Business Owners (CBO), which is a sample partly drawn from
the SMOBE, indicate that 44.2 percent of owners in the survey report that their businesses provided
less than 25 percent of their total personal income (U.S. Bureau of the Census 1997).

14 See Fairlie, 2004c, for estimates for additional demographic groups.

15 In the discussion of trends that follows, the values do correspond to those shown in the tables for the
years discussed.
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Table 4.1 Self-Employment Rates by Race in Nonagricultural Industries (numbers in thousands; rates in percent)

Black Latino Asian Total

White, non-Latino

Self-employment Self-employment Self-employment Self-employment

Self-employment

Labor

Labor

Labor

Labor

Labor

force

Number

Rate

Number force

Rate

Number force

Rate

Number force

Rate

Rate Number force

Years

83,503

7,724

98

3,956

241

7,907 6.1

297

70,168 3.8

10.1 7,066

1979

8,016 83,694

9.6

4,205

6.4 270

7,960

3.8 300

7,298 69,988

10.4

1980

8,380 86,587

9.7

4,533

269

8,203 5)

309

71,827 3.8

10.6 7,589

1981

8,460 85,405

9.9

7,960 6.6 292 4,430

300

70,896 3.8

10.8 7,663

1982

9,056 86,946

10.4

4,515

281

8,213 6.2

298

8,220 71,953 3.6

11.4

1983

9,568 91,568

10.4

8,608 75,386 4.0 352 8,908 6.9 337 4,868

1.4

1984

93,327

9,494

10.2

8,497 75,697 3.8 357 9,285 6.3 362 5774

11.2

1985

9,786 95,998

10.2

8,670 77,401 3.9 374 9,627 7.2 450 6,248

1.2

1986

10,175 98,691

10.3

6,743

7.4 496

10,179

388

78,818 3.8

11.4 8,949

1987

10,617 101,292

10.5

7,203

7.4 533

10,446

4.1 429

9,294 80,533

1.5

1988

10,711 103,432

2,734 104

319

11.7

7,392

7.5 558

10,711

3.8 406

9,384 81,978

11.4

1989

3,088 10.3 10,881 105,248

372

11,040 6.9 594 8,588 121

471

9,381 81,861 4.3

1.5

1990

104,114

10,880

10.5

3,147

381

8,563 12.1

570

10,976 6.7

4.1 451

9,407 80,724

11.7

1991

10,690 104,687

3254 10.2

418

8,675 129

573

11,007 6.6

3.9 424

9,217 81,041

1.4

1992
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Table 4.3 (continued)

Black Latino Asian Total

White, non-Latino

Self-employment Self-employment Self-employment Self-employment

Self-employment

Labor

Labor

Labor

Labor

Labor

Rate Number force

force

Rate  Number force Rate Number force Rate Number force Rate Number

Years

5,593 4.9 167 3,400 10.6 155 1,459 6.4 3,011 46,935

116

7.1 2,553 36,170 2.1

1992

3,163 47,874

6.6

2,720 36,869 2.3 133 5,746 41 140 3,441 9.8 144 1,466

7.4

1993

3,020 37,585 25 151 5,954 4.7 170 3,628 9.4 129 1,371 71 3,491 48,883

8.0

1994

3,506 49,704

3,039 38,123 2.8 172 6,189 4.6 175 3,784 8.1 101 1,249 71

8.0

1995

3,478 50,563

6.9

2,943 38,035 2.6 169 6,416 4.9 189 3,892 8.7 162 1,856

7.7

1996

3,586 52,279

3,002 38,921 2.7 184 6,692 4.6 197 4,258 9.1 182 2,004 6.9

7.7

1997

3,613 53,276

3,016 39,273 2.7 188 7,000 4.7 211 4,515 8.4 175 2,080 6.8

7.7

1998

3,615 54,544

7,425 4.8 234 4,824 8.8 195 2,211 6.6

230

39,667 8

7.4 2,932

1999

3,592 55,485

6.5

2,904 40,101 37 277 7,536 41 213 5,125 7.6 174 2,293

7.2

2000

3,549 55518

2,851 39,886 8 231 7,558 4.8 255 5,340 8.3 190 2,284 6.4
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2001

3,546 55,233

2,867 39,680 3.2 235 7,380 4.6 247 5,382 7.3 170 2,317 6.4

7.2

2002

3,839 56,750

2,990 39,989 3.4 249 7,318 5.8 301 5,724 9.2 239 2,589 6.8

7.5

2003

Notes: The sample includes individuals ages 16 and over who work 15 or more hours during the survey week. Agricultural industries are defined using the NAICS
classifications and are excluded. Estimates for 1979 to 1991 also exclude veterinary services. Race and Spanish codes changed in 1989, 1996, and 2003, and the

CPS was redesigned in 1994. Estimates for 2003 only include individuals reporting one race

Source: Author’s calculations using microdata from the Current Population Survey, Outgoing Rotation Group Files (1979-2003).

The ordering of self-employment rates across ethnic/racial groups is similar to
that reported in previous studies using alternative data sources and years. These

include, but are not limited to, estimates for some or all groups from the 1980

Census,'” the 1990 Census,'® the General Social Survey," the Panel Study of

Income Dynamics,? and the Survey of Income and Program Participation.*!

Because the trends differ by gender, the analysis of trends in self-employment by
race and ethnicity includes separate discussions for men and women. The White
male self-employment rate rose by slightly more than 2 percentage points from
1979 to 1993.2 It then dropped by a percentage point the next year and has essen-
tially remained at this lower level. Some caution is warranted, however, in inter-
preting the drop from 1993 to 1994 as it may simply be a result of the 1994 CPS
redesign.” Although the rate was relatively flat in the late 1990s and dipped in the
early 2000s, the White male business ownership rate of 14.1 percent is very similar
to the rate of 14.4 percent in 1994. Over the entire period, the self-employment

rate rose by 1 percentage point.

The male African-American self-employment rate remained roughly constant
in the 1980s, increased in the early 1990s and decreased in the late 1990s
(Chart 2.2). In the 2000s the rate of business ownership increased again and
hit a high point in 2003. The 2003 estimate appears to be an outlier. Overall,
business ownership rates have increased over the past 24 years by a full per-
centage point, from roughly 5 to 6 percent. These trends indicate that business
ownership for African-American men is rising at a faster rate than for White
men, suggesting that the racial gap is closing in percentage terms. At the same
time, it is clear that African-American men had lower self-employment rates

than any other group of men for the entire period.

17 Borjas, 1986, Borjas and Bronars,1989, Light and Rosenstein,1995.
18 Fairlie and Meyer, 1996 and Razin and Light, 1998.

19 Hout and Rosen, 2000.

20 Fairlie, 1999.

21 Meyer, 1990, Bates, 1997.

22 Estimates reported in Aronson, 1991, Blau, 1987, and Fairlie and Meyer, 2000, indicate that the
upward trend in the male self-employment rate dates back to the early 1970s.

23 See Polivika and Miller, 1998, and Fairlie and Meyer, 2000, for more discussion.
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Over the past 24 years, the self-employment rate among Latino men has
fluctuated around 8 percent. The self-employment rate was 7.8 percent in
1979 and 8.1 percent in 2003. The constancy of the business ownership rate
is somewhat surprising in light of the rapid increase in the Latino work force
over this period. These two trends have led to a large increase in the total

number of Latino business owners over the past 24 years.

The business ownership rate for Asian men declined by more than 2 per-
centage points from 1989 to 2003. Unfortunately, the CPS does not allow
identification of Asians prior to 1989. In 1989, the self-employment rate
was 13.7 percent and by 2003 the rate dropped to 11.5 percent. Although
the group’s self-employment rate has declined over the past decade, Asian
men continue to have the highest rate of business ownership among minority

groups and have rates only slightly lower than those of White men.

Several previous studies provide evidence that levels of female self-employ-
ment have been increasing rapidly in recent decades.?* In contrast to the male
trends, female self-employment rates increased sharply from 1979 to the mid-
1990s (Chart 4.3). The White female self-employment rate was 5.6 percent
in 1979 and rose to 7.4 percent in 1993 and 8.0 percent in 1994. The rapid
convergence of male and female business ownership rates, however, appears to
have ended or at least flattened. Since the late 1990s, the White female self-
employment rate has declined slightly from the mid-1990s highs.

Trends for minority women are different. For African-American women and
Latinas, the business ownership rate increased fairly steadily over the entire
period. African-American self-employment rates were 2.2 percent in 1979 and
3.4 percent by 2003, and Latina rates rose from 3.3 percent to 5.3 percent.
In relative terms, African-American women and Latinas made gains on both
White women and minority men over this period. In contrast to these sharp
trends, self-employment rates for Asian women remained roughly constant

over the period.

24  See Aronson, 1991, Devine, 1994 and U.S. Small Business Administration, 1998, for example.
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Although there is little evidence in the literature on what has contributed to these
trends, especially in the past few years, there is some evidence on the causes of
racial differences in trends from 1979 to 1998. Using a dynamic decomposition
technique, Fairlie explores the causes of racial differences in trends in self-employ-
ment rates over this period.” Several interesting patterns are revealed. For example,
increasing levels of education among African-American men relative to White
men may have contributed to the narrowing of the White/African-American
self-employment rate gap between the 1979-1981 and 1996-1998 periods. In
contrast, the White/Latino gap increased over the period partly because Latino
men did not experience gains in education relative to White men. Differential
trends in the age distribution of the work force across racial groups may also have
contributed to relative trends in self-employment rates. For all minority groups,
the work force aged less rapidly than for Whites, reducing the self-employment
rates of these groups relative to the White self-employment rate.

International Comparison

Are the ethnic and racial differences in business ownership unique to the
United States? The answer to this question has important implications for
the thinking about the causes and potential solutions to racial disparities in
business ownership. Using aggregate data from the 2001 Canadian and United
Kingdom Censuses and microdata from the 2000 U.S. Census, the researcher
provides estimates of self-employment rates by ethnicity and race (7able 4.4).
All ethnic/racial groups that are roughly comparable for at least two of the three
countries are selected. Black self-employment rates are higher in the United
Kingdom than in Canada and the United States, but remain relatively low.
Even in the United Kingdom, where 8.3 percent of Blacks are self-employed
business owners, this represents less than two-thirds of the White rate of busi-
ness ownership. Latinos have similarly low self-employment rates in both
Canada and the United States. For example, only 7.2 percent of Latinos are
self-employed business owners in the United States and 7.9 percent of Latinos
in Canada are self-employed. Finally, Asians have substantially higher rates of
business ownership in the United Kingdom than in Canada and the United
States. In the United Kingdom, they also have higher rates than Whites.

25 See Fairlie, 2004b.
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Table 4.4 Self-Employment Rates by Race/Ethnicity for Selected Countries,
2000-2001

Canada United Kingdom United States
Self- Self- Self-
employment Workers employment Workers employment Workers

rate (percent) (thousands) rate (percent) (thousands) rate (percent) (thousands)

Total 12.0 15,516 13.7 22,796 10.6 115,146
White 12.4 13,208 13.6 21,277 11.8 85,743
Black 6.1 315 8.3 424 4.8 11,368
Latino 7.9 114 7.2 10,696
Asian 11.0 1,284 18.7 849 10.9 4,034

Notes: Canadian minority groups include multiracial responses to the race question. Canadian Whites,
and all U.S. and U.K. groups include only monoracial responses to the race question.

Sources: Estimates are from the Canadian 2001 Census, the United Kingdom 2001 Census and the
U.S. 5 Percent Public Use Microdata Sample from the 2000 Census.

The estimates indicate a clear pattern in ethnic/racial entrepreneurship—
disadvantaged groups, such as Blacks and Latinos, have relatively low rates
of business ownership in all of the countries reported. Thus, low rates of
business ownership among these ethnic/racial groups are not peculiar to
the United States or one country. Although more cross-country research is
needed, disadvantaged groups may have similar characteristics associated
with lower levels of entrepreneurship or face similar institutional barriers

such as consumer or lending discrimination in each of the countries.

Minority Business Outcomes

Although racial disparities in business ownership have been the focus of many
previous studies, there is less evidence in the literature on whether the busi-
nesses created by disadvantaged minorities are also less successful. In this
section, the researcher presents results from firm-level datasets. Estimates
from the 1997 Survey of Minority Owned Business Enterprises (SMOBE)
indicate that African-American and Latino firms have lower sales, hire fewer

employees, and have smaller payrolls than White or Asian-owned firms
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(Table 4.5).% Average sales and receipts are $86,478 for African-American-
owned firms and $155,242 for Latino-owned firms. In contrast, White-owned
firms have average sales of $448,294 and Asian-owned firms have average
sales of $338,852. For each reported measure of employment, White-owned
businesses are significantly larger than African-American- and Latino-owned busi-
nesses. Asian-owned businesses are more likely to hire at least one employee
than White-owned businesses, but hire fewer employees on average and have
a much lower average payroll.

Estimates from other data sources paint a similar picture for the state of minor-
ity business. Estimates from the 1992 Characteristics of Business Owners
(CBO) indicate that African-American-owned firms have lower revenues and
profits, hire fewer employees, and are more likely to close than White-owned
businesses.”” Latino-owned firms are also less successful than White-owned
firms, but the differences are smaller and, for profits and closure rates, the
differences are negligible. Estimates from the 1998 Survey of Small Business
Finances indicate that African-American- and Latino-owned businesses hire
fewer employees than White-owned businesses.?® Minority-owned businesses
also have lower sales and end-of-year assets, and are younger than businesses
owned by Whites. Additional evidence indicates that closure rates are high
among African-American-owned firms.* Finally, Asian-owned firms have
somewhat lower average sales than White-owned firms, but slightly higher

survival rates and profits than White-owned firms.*

Focusing on employer firms, two recent studies use special administrative panel
data on minority-owned businesses to examine survival and other dynamic
outcomes. Robb links Business Information Tracking Series (BITS) data from
1992 to 1996 to SMOBE microdata from 1992 and examines firm survival

26 See U.S. Bureau of the Census, 2001 and U.S. Small Business Administration, 1999, 2001 for more

details including recent trends in business outcomes.
27 U.S. Department of Commerce, 1997.
28 Bitler, Robb, and Wolken, 2001.
29 Bates, 1997, Boden and Headd, 2002, and Robb, 2000, 2002.

30 Bates, 1997.
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Table 4.5 Business Outcomes by Race

African-
White- American- Latino- Asian-
owned firms owned firms owned firms owned firms
Total number of firms 17,316,796 823,499 1,199,896 893,590
Mean sales and receipts (dollars) 448,294 86,478 165,242 338,852
Firms with paid employees
(percent) 25.3 1.3 17.7 32.1
Mean number of paid employees 3.1 0.9 1.2 2.4
Mean annual payroll for
employer firms (dollars) 319,051 153,615 140,785 158,185

Source: U.S. Department of Commerce, Bureau of the Census, Company Summary, Economic Census,
Survey of Minority Business Enterprises (2001).

rates by race.?! She finds that 48.7 percent of White employer firms and 51.7
percent of Asian employer firms survived from 1992 to 1996. In contrast, only
34.8 percent of African-American employer firms and 43.7 percent of Latino
employer firms survived over this period. Lowrey uses a special Census dataset
that tracks 1997 SMOBE respondents over time to examine racial differences
in survival, contraction, and expansion among employer firms from 1997 to
2001.3% She also finds lower survival rates among African-American- and
Latino-owned establishments than among nonminority and Asian-owned
establishments. In contrast to these results, however, she finds that Latino-
owned establishments had a higher expansion rate, and African-American- and
Latino-owned establishments had lower contraction rates than White-owned
establishments. Asian-owned establishments had a higher expansion rate, but

a slightly higher contraction rate than firms owned by Whites.

31 Robb, 2004.

32 Lowrey, 2005.
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Whatare the causes of lower business ownership ratesamong African Americans
and Latinos in the United States? A number of factors are addressed in the
previous literature. Emphasis is placed here on previous research that provides
estimates of the magnitude of explanatory factors in explaining racial differ-

ences in business ownership rates in addition to identifying these factors.

The Opportunity Cost of Owning a Business

The standard economic model of the self-employment decision posits that
individuals choose the work sector that provides the highest utility—wage-
and-salary work or self-employment.** The main component of this compari-
son is potential earnings in the two sectors. Minorities may be less likely to
choose self-employment than Whites because of lower relative earnings in the
self-employment sector. Opportunities in self-employment may be less attrac-
tive for minorities and/or opportunities in the wage-and-salary sector may
be more attractive relative to those for Whites. Previous research focusing on
highly educated workers finds that African-American scientists and engineers
were less likely than Asian scientists and engineers to enter business ownership
because of more favorable returns in the wage-and-salary sector.*

The mean, median, and standard deviation of total annual earnings of self-
employed and wage-and-salary workers by race provide some useful infor-
mation (7able 4.6). Only full-year, full-time workers are included in the
sample to control for differences in hours worked. For all groups of men, the
self-employed earn substantially more on average than do wage-and-salary
workers. Self-employed African American and Latino men earn $9,444 and
$11,052 more than their wage-and-salary counterparts, respectively.® These
differences are large, representing roughly 25-30 percent of average wage-and-

salary earnings. A comparison of means can create a distorted picture, however,

33 Kihlstrom and Laffont, 1979, and Evans and Jovanovic, 1989.
34 Tang, 1995.
35 Higher average self-employment earnings are also found after controlling for individual characteristics

(see Portes and Zhou 1999 and Fairlie 2004a for example).
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Table 4.6 Self-Employment and Wage-and-Salary Earnings by Race
and Ethnicity (dollars, except sample sizes)

Men Women

Self- Self-
employed Wage/salary employed Wage/salary

White, non-Latinos

Mean 71,695 57,105 36,349 39,223
Median 45,000 44,878 25,570 32,729
Standard deviation 83,024 51,483 46,622 32,607
Sample size (number sampled) 14,163 96,058 5,057 72,885
Blacks
Mean 48,775 39,331 30,716 31,924
Median 36,000 32,590 20,779 27,451
Standard deviation 60,359 32,645 44,413 25,796
Sample size (number sampled) 682 12,073 413 14,624
Latinos
Mean 45,442 34,390 28,164 27,726
Median 30,300 27,013 20,779 22,439
Standard deviation 64,428 33,984 37,782 24,800
Sample size (number sampled) 1,436 19,614 579 12,934
Asians
Mean 64,266 58,349 39,653 41,114
Median 44,178 44,178 25,570 33,133
Standard deviation 76,439 53,464 56,588 36,252
Sample size (number sampled) 800 6,104 445 5,067

Notes: (1) The sample consists of individuals who work at least 40 weeks and 35 hours per usual week
in the previous year. (2) All calculations use sample weights provided by the CPS.

Source: Author’s calculations using microdata from the Current Population Survey. Annual Demographic
Files (2000-04).
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if a few business owners are extremely successful. Comparing median income
levels removes these concerns. For both African American and Latino men,
median self-employment earnings are substantially higher than median wage-
and-salary earnings; however, the differences are much smaller.

Although average and median earnings are higher for self-employed African
American and Latino men, it is important to also compare the variance of
earnings in the two sectors. For both races, the standard deviation of self-
employment income is substantially higher than that of wage-and-salary
income, suggesting that a much larger percentage of the self-employed men
have very high or very low earnings than male wage-and-salary workers.

The researcher also reports characteristics of the earnings distribution for
White men. The most notable difference is that White men earn substantially
more than either African-American or Latino men in both the self-employ-
ment and wage-and-salary sectors. Of interest to this analysis, however, is
the difference between the two sectors. Using mean earnings, self-employed
White men earn substantially more than their wage-and-salary counterparts,
whereas in median earnings there is essentially no difference. Asian men also
experience higher average self-employment earnings, but similar median self-

employment earnings to those of Asian wage-and-salary workers.

For men, the earnings estimates do not shed light on why African Americans
and Latinos have substantially lower business ownership rates than Whites
and Asians. The most consistent differences between self-employment and
wage-and-salary earnings are for African Americans and Latinos. The self-
employed earn substantially more than wage-and-salary workers for these two
groups, and even for average earnings, the differences in percentage terms are

comparable for African Americans and larger for Latinos than for Whites.

Estimates of the mean, median, and standard deviation for self-employment
and wage-and-salary earnings for women by race offer insight into the earn-
ings picture for women (7able 4.6). In contrast to men, self-employed White,
African-American, Latina, and Asian women earn less than women working in

the wage-and-salary sector.*® The only exception is that mean self-employment

36 Fairlie (2004a) finds higher average self-employment earnings after controlling for individual char-
acteristics for Latinas and no difference for African-American women.
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earnings are higher for Latinas than mean wage-and-salary earnings. Similar to
the results for men, African-American women and Latinas earn substantially less
than White and Asian women in both the self-employment and wage-and-salary
sectors. Another interesting finding is that the self-employment/wage-and-sal-
ary earnings difference is very similar in percentage terms for African Americans,
Wihites, and Asians. The self-employment/wage-and-salary earnings difterential
is positive or smaller for Latinas. These patterns clearly do not provide an answer to
why substantially lower rates of business ownership are observed among African-

American women and Latinas than White and Asian women.

Although the earnings comparison is a key component of the standard theo-
retical model of entrepreneurship, the decision between wage-and-salary work
and self-employment is actually based on a comparison of utility in the two
sectors. In addition to earnings in the two sectors, characteristics of the type
of work may be important. Theoretical models by Rees and Shah (1986) and
Blanchflower and Oswald (1998) specifically take into account “the flexibility
associated with hours worked and the independence entailed,” and “the nonpe-
cuniary utility from being independent and one’s own boss” from self-employ-
ment, respectively. A potential explanation for low rates of business ownership

may be that minorities have less preference for entrepreneurship.

Overall, the desire for entrepreneurship is strong in the United States and
many other countries in the world. When individuals are asked the question
of whether they would prefer “being an employee or being self-employed” a
large percentage report “self-employment.”” Slightly more than 70 percent of
respondents in the United States express a desire to be self-employed. Interest
in self-employment is also strong among minorities. More than 75 percent of
young African Americans report being interested in starting their own busi-
ness.® For comparison, 63 percent of young Whites are interested in starting
a business.® Interestingly, these findings suggest that minorities may have a
stronger desire for self-employment, suggesting that different preferences cannot
explain racial disparities in business ownership.

37 Blanchflower, Oswald, and Stutzer, 2001.
38 Walstad and Kourilsky, 1998.
39  African-American youth are also more likely than White youth to report that it is important “for our nation’s

schools to teach students about entrepreneurship and starting a business” (Walsted and Kourilsky 1998).
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Assets

The importance of assets has taken center stage in the literature on the deter-
minants of self-employment. Numerous studies using various methodologies,
measures of assets, and country microdata explore the relationship between
assets and self-employment. Several recent studies estimate the relationship by
modeling the decision of wage-and-salary workers or other non-business own-
ers to switch into self-employment over a fixed period of time.* These studies
generally find that asset levels (such as net worth or asset income) measured in
one year increase the probability of entering self-employment by the following
year, suggesting that entrepreneurs face liquidity constraints.*!

A few recent studies use inheritances, gifts, lottery winnings or insurance
settlements as a measure of assets.*? Inheritances and other unanticipated, or
at least less anticipated, lump sum payments represent a more exogenous or
externally derived measure of assets than net worth. Inheritances and other
lump sum payments are found to increase the probability of entering or being
self-employed, suggesting that entrepreneurs face liquidity constraints.*
Additional studies find that home prices and home ownership, among other
things, increase the likelihood of business creation and self-employment.*

40 For examples, see Evans and Jovanovic, 1989, Evans and Leighton, 1989, Meyer, 1990, Holtz-Eakin,
Joulfaian, and Rosen, 1994, Dunn and Holtz-Eakin, 1999, and Fairlie, 1999; and Hurst and Lusardi,
2004, for evidence from U.S. microdata; Holtz-Eakin and Rosen, 2004, for the United States and
Germany; and Johansson, 2000, for Finland.

41 The focus on transitions to self-employment attempts to avoid the endogeneity problem of including
assets in a static model of self-employment. A positive relationship found in a cross-sectional analysis
may simply reflect the possibility that business owners accumulate more wealth, instead of wealth
increasing the likelihood of owning a business.

42 See Holtz-Eakin, Joulfaian, and Rosen, 1994, Fairlie, 1999, and Hurst and Lusardi, 2004, for U.S.
microdata; Blanchflower and Oswald, 1998, and Taylor, 2001, for British microdata; and Lind and
Obhlsson, 1994, for Swedish data.

43 Hurst and Lusardi, 2004, however, find that future inheritances also increase the probability of self-
employment entry, suggesting that liquidity constraints are not the underlying cause of the positive
relationship.

44  Fairlie, 2005b, Black, de Meza, and Jeffreys, 1996, Johansson, 2000, and Earle and Sakova, 2000.
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Several previous studies also show that African Americans have substantially lower
levels of assets than Whites.* Although less research focuses on Latinos, dispari-
ties in asset levels may be large and may explain why this group is also less likely to
become business owners. Indeed, a few recent studies indicate large disparities in
wealth between Latinos, especially Mexican-Americans, and White non-Latinos.*
Estimates from the Survey of Income and Program Participation indicate that the
median levels of net worth among native-born and foreign-born Mexicans are
$28,690 and $6,276, respectively.*’ The median net worth for African Americans
is $23,278. Clearly, all three groups have median levels of net worth that are sub-

stantially lower than the median net worth for White non-Latinos, at $76,685.

These findings in the previous literature suggest that relatively low levels of assets
among African Americans and Latinos may be a source of racial differences in
rates of business ownership. Recent research provides evidence supporting this
hypothesis. Using matched CPS Annual Demographic Files (ADF) data from
1998 to 2003, Fairlie finds that the largest single factor explaining racial dis-
parities in business creation rates are differences in asset levels.*® Lower levels
of assets among African Americans account for 15.5 percent of the White/
African-American gap in the probability of entry into self-employment. This
finding is consistent with the presence of liquidity constraints and low levels
of assets limiting opportunities for African Americans to start businesses. The
finding is very similar to estimates reported in Fairlie for men using the Panel
Study of Income Dynamics (PSID).* Estimates from the PSID indicate that
13.9 to 15.2 percent of the African-American/White gap in the transition rate
into self-employment can be explained by differences in assets.

45 See Blau and Graham, 1992, Oliver and Shapiro, 1995, Menchik and Jianakoplos, 1997, Altonji
and Doraszelski, 2001, and Gittleman and Wolff, 2004, for a few recent studies on racial differ-
ences in asset levels, and Bradford, 2003, on wealth holding among African-American and White
entrepreneurs.

46 See Wolft, 2000, and Cobb-Clark and Hildebrand, 2004.
47 Cobb-Clark and Hildebrand, 2004.
48  Fairlie, 2005a.

49  Fairlie, 1999.
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Fairlie also reports separate estimates for native-born and immigrant Latinos.*

The most important factor in explaining the gaps between the two Latino groups
and native-born Whites is also assets. Relatively low levels of assets explain
more than half of the entry rate gap for native-born Latinos and slightly less
than half of the gap for immigrant Latinos. Apparently, low levels of assets are
limiting opportunities for Latinos to start businesses and this factor, at least in

percentage terms, is more important for Latinos than for African Americans.

Also contributing to the low rate of business ownership among minorities is
a higher rate of exit from self-employment. In fact, the steady-state self-employ-
ment rate is simply equal to E / (E+X), where E is the entry rate into self-employ-
ment and X is the exit rate from self-employment. Investigating the causes of the
higher rate of self-employment exit for African Americans than Whites, Fairlie
finds that racial differences in asset levels explain 7.3 percent of the gap using
CPS data.’ This estimate is in the range of estimates from the PSID reported in
Fairlie’s earlier work.5? Estimates from the PSID indicate that 1.8 to 11.1 percent
of the male African-American/White gap in exit rates from self-employment is
explained by differences in asset levels. Recent estimates from the CBO survey
indicate that 43.2 percent of the gap in business closure rates is explained by dif-
ferences in the amount of required startup capital,® but the focus on businesses,

startup capital, and closure rates makes the results difficult to compare.**

Both native-born and immigrant Latinos have substantially higher exit rates
than native-born Whites. Lower levels of assets partly explain why Latinos are
more likely to leave self-employment. Racial differences in assets explain roughly

10 percent of the gap in self-employment exit rates for each Latino group.

Overall, low levels of assets limit entry into business ownership and increase
business exit among minorities. These two patterns combine to create lower
rates of business ownership among African Americans and Latinos.

50 Fairlie, 2005a.

51 Fairlie, 2005a.

52 Fairlie, 1999.

53  Fairlie and Robb, 2003,

54 Using the 1982 CBO, Bates, 1989, finds that racial differences in levels of financial capital partly
explain racial patterns in business failure rates.
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Human Capital

Education has been found in the literature to be a major determinant of business
ownership. Are relatively low levels of education among African Americans and
Latinos partly responsible for limiting opportunities in entrepreneurship? Using
CPS data, Fairlie finds that 6.0 percent of the African-American/White gap in
self-employment entry rates is explained by racial differences in education levels.”
African Americans are found to have lower levels of education than Whites. For
example, 14.3 percent of African Americans are high school dropouts compared
with only 6.2 percent of Whites. Estimates from the PSID reported in Fairlie are
similar in one specification and close to zero in another specification.

Latinos, especially immigrants, have very low levels of education, which may trans-
late into a limiting factor in business creation. A surprisingly high 53.1 percent of
immigrant Latinos and 20.4 percent of native-born Latinos did not complete high
school. Estimates from the CPS indicate that education differences account for
44.8 percent of the entry rate gap for Latino immigrants and 34.3 percent of the
entry rate gap for Latino natives.’” The only factor more important in explaining
Latino/White differences in business entry rates is assets.

Examining exit rates using the CPS, Fairlie finds that education plays only a minor
role in explaining high exit rates for African Americans.*® Education explains 3.2
percent of the gap in exit rates. Estimates from the PSID are similar.* In contrast,
estimates from the Characteristics of Business Owners indicate a larger role for
differences in education levels in explaining racial differences in business closure
rates. Fairlie and Robb find that group differences in education levels explain 6.5
to 7.8 percent of the African-American/White gap in business closure rates.®

55 Fairlie, 2005a.
56 Fairlie, 1999.
57 Fairlie, 2005a.
58 Fairlie, 2005a.
59 Fairlie, 1999.

60 Fairlie and Robb, 2003.
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Using earlier CBO data from 1982, Bates finds that differences in failure rates
between African-American-, nonminority-, and Asian male-owned businesses

are partly attributable to the fact that Asian owners tend to be more educated.®!

Education plays a stronger role in explaining Latino/White differences in exit
rates. Group differences in education explain 6.8 and 20.7 percent of the gap in
exit rates for native-born Latinos and Latino immigrants, respectively.

Another measure of human capital relevant for Latinos is language ability.
Difficulty speaking English may limit opportunities in the wage-and-salary
sector, resulting in an increased likelihood of becoming self-employed for
some Latinos. In fact, previous research indicates that English language ability
affects earnings in the wage-and-salary sector.®? Interestingly, however, Fairlie
and Meyer find that better command of the English language is associated
with more self-employment among men, whereas the opposite holds among
women.® Recent research focusing on Mexican immigrants also finds that
English language ability is associated with self-employment rates among men
but not among women.** The male self-employment rate among those with
lower English language ability is 4.7 percent; the comparable number among
those who speak English well or fluently is 7.3 percent. The raw differences
among women are much smaller. Women with lower language ability have
self-employment rates of 5.4 percent; those with fluency or near fluency have
self-employment rates of 5.7 percent. The differences do not change substan-
tially after controlling for differences in observable characteristics such as edu-

cation, age, marital status and children.

Intergenerational Progress and Family Business Capital

A major reason for concern about the lack of business success among African
Americans is that they have made little progress in rates of business owner-
ship, even in light of the substantial gains in education, earnings, and civil
rights made during the twentieth century. Estimates from Census microdata
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reported in Fairlie and Meyer (2000) indicate that the 3 to 1 ratio of White
to African-American self-employment rates has remained roughly constant
over the past 90 years. The question of why there was no convergence in racial
self-employment rates over the twentieth century is an important one. Early
researchers emphasized the role that past inexperience in business played in
creating low rates of business ownership among African Americans. In par-
ticular, Du Bois (1899), and later Myrdal (1944), Cayton and Drake (1946),
and Frazier (1957) identify the lack of African-American traditions in busi-
ness enterprise as a major cause of low levels of African-American business

ownership at the time of their analyses.

Arguments about the lack of tradition in business ownership for African
Americans rely on a strong intergenerational link in business ownership.
Theoretically, we might expect the link to be strong because of the transmission
of general business or managerial experience in family-owned businesses (“gen-
eral business human capital”), the acquisition of industry-or firm-specific busi-
ness experience in family-owned businesses (“specific business human capital”),
the inheritance of family businesses, and the correlation among family mem-
bers in preferences for entrepreneurial activities.® Past empirical research sup-
ports this conjecture. The probability of self-employment is substantially higher
among the children of the self-employed.% These studies generally find that an
individual who had a self-employed parent is roughly two to three times as likely
to be self-employed as someone who did not have a self-employed parent.

Recent research has examined directly whether the strong intergenerational link
in business ownership is detrimental to disadvantaged minorities. Hout and
Rosen note a “triple disadvantage” faced by African-American men in terms of
business ownership.*” They are less likely than White men to have self-employed
fathers, to become self-employed if their fathers were not self-employed, and
to follow their fathers in self-employment. Fairlie provides evidence from the

PSID that current racial patterns of self-employment are in part determined by

65 Dunn and Holtz-Eakin, 2000, consider an additional explanation. Successful business owners may
be more likely to transfer financial wealth to their children, potentially making it easier for them to
become self-employed. Their empirical results, however, suggest that this plays only a modest role.

66 Lentz and Laband, 1990, Fairlie, 1999, Dunn and Holtz-Eakin, 2000, and Hout and Rosen, 2000.
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racial patterns of self~employment in the previous generation.®® Finally, Fairlie
and Robb find related evidence that the lack of prior work experience in a family
business among African-American business owners, perhaps by limiting their
acquisition of general and specific business human capital, increases the prob-
ability of business closure.®’ They also find that racial differences in business

inheritances are negligible and cannot explain differences in closure rates.

Networks and Ethnic Enclaves

The finding that having a self-employed family member increases the like-
lihood of owning a business and the finding that working for that family
member’s business increases business success suggest that racial differences in
networks more generally may be important in creating disparities in ownership.
Previous research indicates that the size and composition of social networks is
associated with self-employment.” If minority firms have limited access to
business, social, or family networks, or have smaller networks, they may be less
likely to enter business and create successful businesses. These networks may
be especially important in providing financing, customers, technical assistance,
role models, and contracts. These same networks, however, are likely to also
be useful for finding employment in the wage-and-salary sector, creating a

dampening effect on self-employment.

In an earlier study, Fratoe finds that African-American business owners were
less likely to have business role models, obtain loans from other family members
and use family members as unpaid labor.”* Social networks may be especially
important in industries such as construction, in which deals are often made in
informal settings.”? If minorities are blocked from these industries, perhaps
because of discrimination (as discussed below), their business networks may be
restricted. Examining the retail industry in New York, Rauch finds evidence

that African-American-owned businesses were less able to organize “mutual
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self-help” than immigrant businesses.”® On the other hand, Bates finds evi-
dence that less successful Asian immigrant-owned businesses were associated

with extensive use of social support networks.”

Ethnic and racial groups may differ, not only in the size of their networks, but
also in their ability to transfer information related to running a business among
co-ethnics. Experience as an employee of a small business and transfers of
information can be important.” Strong patterns of industry concentrations for
businesses owned by many ethnic groups are consistent with this explanation.”
Interestingly, however, the industry concentration of African-American-owned
businesses has become more similar to that of White-owned businesses over

time, while there has been no convergence in rates of business ownership.

A major limitation of these explanations is that they are difficult to analyze
empirically. The problem is that success in business for some groups may sim-
ply create larger and more efficient business and social networks. Thus, it is
difficult to identify the direction of causation between networks and success.
Co-ethnic networks may also create a multiplier effect, whereby small differ-
ences in initial business success between groups may lead to large differences in
future business success. This point is related to the argument that the lack of a
tradition of business enterprise among African Americans is a major cause of

current low levels of African-American business ownership.””

Ethnic enclaves represent one method of creating and facilitating entry into
networks. Of particular importance is that locating in an ethnic enclave may
provide a market for special products and services and access to co-ethnic
labor.”® Using a measure of enclave at the Standard Metropolitan Statistical
Area (SMSA) level, Borjas finds that self-employment among Mexicans,

Cubans, and “other Hispanics” is increasing in the percentage of Hispanics in
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an SMISA.” The effect is larger among the immigrant population than among
the population born in the United States. Using 2000 Census data, Fairlie and
Woodruff find that Mexican immigrant self-employment rates are higher for
men, but not for women, who live in ethnic enclaves.* Ethnic enclaves may
explain why some immigrant groups are successful in business, but enclaves
can also dampen opportunities for entrepreneurs by creating intense competi-
tion among co-ethnics.?! Ethnic enclaves also cannot explain why native-born

African Americans and Latinos have lower rates than native-born Whites.

Discrimination

Additional factors that might explain differing rates of business ownership across
ethnic and racial groups are labor market, lending, and consumer discrimina-
tion. Unlike the other forms of discrimination, labor market discrimination
may increase business entry for some minority groups. Wage and employ-
ment discrimination represent disadvantages in the labor market causing some
groups to favor self-employment.®? On the other hand, Coate and Tennyson
present a theoretical model positing that labor market discrimination can
reduce the incentive for minorities to enter self-employment.®® This happens
because lenders provide less favorable terms in the credit market, such as higher
interest rates, to the discriminated group because of the difficulty in observing
entrepreneurial ability. Empirical evidence for 60 detailed ethnic/racial groups
indicates that more advantaged ethnic/racial groups—measured by wage-and-
salary earnings, self-employment earnings and unearned income—and not the
more disadvantaged groups—have the highest self-employment rates.?* Finally,
discrimination may occur directly in self-employment through limited oppor-

tunities to penetrate networks, such as those in construction.®
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Using microdata from the 1980 Census, Borjas and Bronars explore whether
the large observed variance in self-employment rates across racial groups is
partly due to consumer discrimination.®® They find that minorities negatively
select into self-employment, with the most able minorities remaining in the
wage-and-salary sector, whereas Whites positively select into self-employment
and negatively select into wage-and-salary work. These findings are consistent
with White consumers having a distaste for purchasing goods and services from
minority-owned businesses. Using recent panel data from the CPS, Kawaguchi
finds that among African Americans, low earners are the most likely to enter
into business ownership, whereas both low- and higher-earning Whites are the
most likely to enter self-employment.8” He notes that this finding is consistent
with the theoretical predictions of consumer and credit market discrimination
against African Americans. In contrast to these results, Meyer does not find
evidence supporting the consumer discrimination hypothesis.®® Using data from
the 1987 Characteristics of Business Owners, he finds that African-American-
owned businesses are relatively more common in industries in which White

customers more frequently patronize African-American-owned businesses.

Several previous studies use data from the Federal Reserve’s Survey of Small
Business Finances (SSBF) to study lending discrimination and find that
minority-owned businesses experience higher loan denial probabilities and pay
higher interest rates than White-owned businesses even after controlling for
differences in creditworthiness, and other factors.? For example, a comparable
loan application filed by a firm owned by African Americans is twice as likely
to be denied than if the application was filed by a White owner.”® Minorities
are found to have higher denial rates even after controlling for personal net

worth, home ownership, underwriting standards, and selection.”® Research
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using the SSBF also indicates that African-American and Latino owners were
less likely to apply for loans because they believed they would be denied, and
denial rates for African-American-owned businesses appear to decrease with
lender market concentration.

Cavalluzzo and Wolken also estimate the magnitude of contributions from
group differences in characteristics to racial gaps in loan denial rates.”? They find
that group differences in personal wealth play only a modest role in explaining
African-American/White differences in denial rates. Credit history differences
are found to explain most of the difference. Personal wealth, however, is found
to explain more of the Latino/White and Asian/White gaps in denial rates.

Overall, consumer and lending discrimination are likely to discourage would-be
minority entrepreneurs and reduce the longevity of minority-owned businesses.
These patterns are consistent with relatively low rates of business ownership among
discriminated-against groups. The theoretical predictions and empirical evidence on
the effects of labor market discrimination on minority business ownership, however,
are less clear. The hypothesis is also not consistent with the finding of low current

and historical rates of business ownership among African Americans and Latinos.

The extensive literature on minority business ownership provides evidence
that access to financial capital and lower levels of family, business, and human
capital limit opportunities for African Americans and Latinos to start busi-
nesses. A much smaller body of literature focuses on why these businesses are
less successful than White- or Asian-owned businesses. Relatively few studies

focus specifically on explaining disparities in business outcomes.

Using data from the 1992 CBO, Fairlie and Robb explore why African-

American-owned firms have lower profits and sales, hire fewer employees,
and are more likely to close than White-owned businesses.” They find that

92 Cavalluzzo and Wolken, 2004.
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African-American business owners have a relatively disadvantaged family busi-
ness background compared with White business owners. African-American
business owners are much less likely than White business owners to have had a
self-employed family member prior to starting their business and are less likely
to have worked in that family member’s business.” The finding is that racial
differences in small business outcomes are more linked to the lack of prior
work experience—which may limit African Americans’ acquisition of general
and specific business human capital—than to their relatively lower probability

of having a self-employed family member prior to business startup.

Estimates from the 1992 CBO also indicate that worse business outcomes are
also related to African Americans’ limited opportunities for acquiring specific
business human capital through work experience in businesses providing simi-
lar goods and services. Lower levels of education among African-American
business owners relative to White business owners explain a modest portion
(2.4 to 6.5 percent) of the African-American/White gaps in small business
outcomes (closure, profits, employment, and sales). Finally, lower levels of
startup capital among African-American-owned firms are associated with less
successful businesses. Racial differences in startup capital explain 14.5 to 43.2
percent of the gaps in small business outcomes. The results should be inter-

preted with caution because of endogeneity issues.

Using earlier CBO data, Bates also finds evidence that business outcomes are
associated with higher levels of education and startup capital.” He finds that
the success of Asian-owned firms relative to African-American-owned firms is
related to these two factors. Asian immigrant-owned firms have average startup
capital of $53,550 compared with $14,226 for African-American-owned firms.
Interestingly, however, he finds that firms owned by Koreans have lower sales and

profits per dollar of invested capital than African-American-owned firms.”

94 Only 12.6 percent of African-American business owners had prior work experience in a family mem-
ber’s business compared with 23.3 percent of White business owners.
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The small body of literature on the causes of racial differences in business
outcomes is expanding. Although much of the literature focuses on differences
in the roles of financial and human capital, a few studies have examined addi-
tional inputs. For example, the use of technology varies substantially by the
race of the business owner. Using data from the 1998 SSBE, Bitler finds that
76 percent of all small businesses use computers.”” In comparison, 62 percent
of African-American-, 66 percent of Asian-, and 70 percent of Latino-owned
businesses use computers. The evidence on the relationship between computer

use and entrepreneurship and firm performance, however, is mixed.”

In the late 1970s and 1980s, the value of federal, state, and local government
contracts reserved for minority-owned businesses grew substantially. The purpose
of these minority business set-aside programs was to develop minority enterprise,
counter the effects of past discrimination, and reduce unemployment among
minorities in urban communities. These programs originated in government
policies that attempted to strengthen the viability of small businesses. Initially,
set-asides were focused on economically disadvantaged entrepreneurs with the
goal of increasing the number of minority-owned firms during the late 1960s and
early 1970s. During the following 15 years, however, set-asides were increasingly
targeted to businesses that had greater future growth potential.””

In general, there are two types of set-aside programs. In one type, a specified
percentage of the number or total dollar value of government contracts is
allotted to minority-owned businesses. In the other type, prime contractors
are required to allot a specified percentage of the total amount of government
contracts to minority-owned subcontractors and/or suppliers.!® Data on local

set-aside programs listed in a report by the Minority Business Enterprise

Legal Defense and Education Fund (MBELDEF) indicate that these goals
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range from 1 to 50 percent, with most programs having goals of 5 to 15
percent.® A large proportion of the program coverage appears to be targeted
towards the construction sector. Set-aside programs are also often comple-
mented with procurement officials who aid minority-owned businesses in

obtaining assistance.'??

Set-aside programs exist at the federal, state, city, county, and special district
(airport, water, sanitary, park, and school) levels. Minority business set-asides
were mandated for federal transportation and highway construction; national
defense; National Aeronautics and Space Administration contracts; interna-
tional development grants; and for the development, construction, and opera-
tion of the super collider.'® The federal government reported $4.4 billion in
contract awards to minority and disadvantaged firms in FY 1986.1% Most states
also created set-aside programs for minority-owned businesses, and more than
200 local governments created minority business set-aside programs.'®® Most

of the local government programs were created in the early to mid-1980s,'%

and many of them, especially in large central cities, were quite substantial.!*7

Although minority business set-asides represent a multi-billion-dollar annual
governmental expenditure, relatively little is known about their effectiveness. The
first obvious question is whether set-aside programs actually increased the number
and/or total dollar amount of government contracts received by minority-owned
businesses. Myers and Chan examine the award of public procurement and con-
struction contracts to minority- and nonminority-owned firms before, during, and
after the implementation of the state of New Jersey’s set-aside program.'® They
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find that the average number of contract awards going to African-American-
owned firms submitting bids remained unchanged from the period before set-
asides (1980-1984) to the period during set-asides (1985-1988) and decreased
from the period during set-asides to the period after set-asides (1989-1990). In
contrast, average contract awards for White male-owned firms increased from
the 1980-1984 to the 1985-1988 period and decreased markedly over the period
from 1985-1988 to 1989-1990. The authors conclude that New Jersey’s set-aside
program did not have a substantial impact on the average number of contracts

awarded to African-American-owned firms submitting bids on state contracts.

Some additional evidence on the “first-stage” relationship between set-aside
programs and contract awards is provided in a recent review of 58 disparity
studies conducted in response to the Richmond v. Croson decision by the Urban
Institute.!® Disparity is defined as the ratio of the percentage of total contract
dollars awarded to minority-owned firms to the percentage of all available
firms that are minority-owned. The study finds evidence of greater disparity in
contract awards (i.e., lower disparity ratios) in jurisdictions without affirmative
action programs, suggesting that such programs positively affect the amount
of government contracts received by minority-owned firms.

The next natural question is whether set-aside programs had an effect on the
growth and viability of minority-owned firms. Boston uses published data from
the Survey of Minority-Owned Business Enterprises (SMOBE) to examine
the growth rate in the number of African-American-owned businesses in cities
that implemented affirmative action programs in the 1980s relative to cities that
did not."® He finds that the average growth rate from 1982 to 1992 was 65 percent
in cities with programs and 61 percent in cities without programs and that this
difference is not statistically significant.

Bates and Williams provide additional indirect evidence on the effectiveness of
minority business set-asides.!! They find that from 1982 to 1987, total sales by
African-American-owned businesses and the number of African-American-
owned firms increased more in cities with than without African-American mayors.
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Citing evidence from case studies suggesting that African-American mayors place
a high priority on contracting with minority-owned businesses, Bates and Williams
argue that the positive effect of these mayors on African-American business out-
comes is partly due to their support of minority business set-aside programs.

In a later study, Bates and Williams use data from the U.S. Census Bureau’s
Characteristics of Business Owners survey to examine the survival rates of
minority-owned enterprises that sell to state and local governments relative
to minority-owned firms that do not.'> Controlling for many owner and firm
characteristics, they find that minority firms with local government sales are
no more likely to survive than minority-owned firms with no local government
sales from 1987 to the end of 1991. They also find that minority-owned firms
that derive at least 25 percent of their sales from state and local government
are less likely to survive than minority-owned enterprises that are less reliant
on state and local government.

Bates and Williams also explore whether the characteristics of preferential pro-
curement programs have an effect on survival among minority-owned busi-
nesses.!’3 The authors and the Joint Center for Political and Economic Studies
(JCPES) collected detailed information on minority business set-aside pro-
grams in 28 large cities in the United States.!™ They find higher survival rates
among minority-owned businesses that derive 1-24 percent of their sales from
state and local governments in cities with affirmative action programs that have
a rigorous certification process and a staft assigned to assist minority firms, that
routinely waive bonding requirements or provide bonding, and/or that provide
working capital assistance to minority firms receiving contracts. Their results
are less clear for minority-owned firms that derive at least 25 percent of their

sales from state and local governments.

More recently, Chatterji, Chay, and Fairlie use the staggered introduction of set-
aside programs across U.S. cities during the 1980s to estimate their impact on

minority self-~employment rates.!® They find large increases in African-American
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self-employment soon after program implementation concentrated in industries
most heavily affected by contract set-asides from city governments. Blanchflower
and Wainwright provide evidence from a series of natural experiments indicat-
ing that once the programs are removed—which often occurs by court injunc-
tion following the Supreme Court’s finding in the case of Cizy of Richmond .
Croson in 1989—utilization of minority and women’s business enterprises drops
precipitously."® Finally, Marion explores the costs of set-aside programs using
program changes attributable to California’s Proposition 209.'” Proposition
209 ended preferences for minority-owned businesses on state-funded con-
tracts, but had no effect on federally-funded contracts. He finds that after
Proposition 209, the value of the winning bid on state-funded contracts for
highway construction projects fell by 4-6 percent relative to federally-funded

contracts, which continued to include preferences.

African Americans and Latinos are less likely to own businesses than are Whites
and Asians. Minority-owned businesses are also less successful than White-
owned businesses, on average. Recent trends indicate some improvement in the
state of minority entrepreneurship, but a major convergence in racial patterns in

business ownership and outcomes is unlikely in the near future.

Three major barriers to minority-owned business are identified in the lit-
erature. First, relatively low asset levels appear to be limiting business entry
among minorities. Higher rates of business closure, lower sales and profits,
and less employment are also found to be associated with low levels of startup
capital among minorities. Second, relatively disadvantaged family business
backgrounds appear to limit entry and success in small business. In terms of
business success, the lack of prior work experience in a family business among
minority business owners may be severely limiting their acquisition of general
and specific business human capital useful to running successful businesses.

116 Blanchflower and Wainwright, 2004.
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Lack of access to business, social, and co-ethnic networks may also represent
an impediment to business creation for some groups. Finally, other forms of
human capital, such as education and prior work experience in a related business,
appear to limit the potential for minority business creation and success.

In light of these findings and the trend toward reducing and eliminating
affirmative action contracting programs, future policies promoting minor-
ity entrepreneurship need to be creative. Programs targeted toward alleviat-
ing financial constraints and providing opportunities for work experience in
small businesses may be especially useful. In particular, programs that directly
address deficiencies in family business experience, possibly through an expan-
sion of apprenticeship-type entrepreneurial training programs, may be needed
to break the cycle of low rates of business ownership and negative business

outcomes being passed from one generation of minorities to the next.

Barriers to business entry and success for minority-owned businesses that are
created by imperfect capital markets, discrimination, and lack of opportunities
to acquire business human capital may impose a large efficiency loss in the
overall U.S. economy. Furthermore, the potential benefits of promoting minor-
ity business ownership in terms of increasing minority employment should not
be overlooked. In 1997, there were 2.9 million minority-owned firms hiring
4.3 million employees in the United States. Estimates from the CBO indicate
that more than 40 percent of African-American and Latino employer firms

hire at least 90 percent minority employees. '
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ENTREPRENEURSHIP

and BUSINESS OWNERSHIP 7 #he
VETERAN and SERVICE-DISABLED
VETERAN COMMUNITY

A study by Waldman Associates and REDA International provides insights
on veteran and service-disabled veteran entrepreneurship. Among the findings
were the following:

More than one-third of both new veteran entrepreneurs' and
current veteran business owners had gained skills from their active

duty service that were directly relevant to business ownership.

Prior business ownership and employment experience had

a positive impact on an even higher percentage of both new
veteran entrepreneurs and current veteran business owners than
did military experience.

A focus on addressing the challenges of home-based business
ownership and Internet use in veteran-owned businesses would
be useful.

In recent years, increasing attention has been called to the entrepreneurial needs
of America’s veterans, particularly those who have sustained a disability as a result
of their active-duty service in the armed forces. Growing concerns about services
to veterans and service-disabled veterans who either own or wish to start a small

1 “New veteran entrepreneurs” in this study are defined as the 22.1 percent of veterans in a residential
survey conducted during the summer of 2003 who said they were either purchasing or starting a new
business or considering doing so.
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business climaxed with the enactment of the Veterans Entrepreneurship and Small
Business Development Act of 1999.2 This legislation included many recommenda-
tions of the Task Force for Veterans Entrepreneurship, an umbrella group includ-
ing representatives of veteran organizations, as well as individual veteran business
owners, originally created to advise the U.S. Small Business Administration (SBA)
on how it and other federal agencies could better serve the veteran community.
The task force continues to make recommendations to federal agencies on how to
best assist veterans, but it has also taken on a proactive role in advocacy for veteran

entrepreneurship before the Congress and in the private sector.

A study by Waldman Associates and REDA International supported by the
SBA’s Office of Advocacy provides insights on veteran and service-disabled vet-
eran entrepreneurship.® At the center of the study is a survey instrument that
was administered nationwide to a residential population of veterans who began
their active duty service after the Korean conflict period,* and to a population of
veteran business owners from all conflicts and peacetime periods.’ The research
team considered that those who served their active duty during and before the
Korean conflict were in an age bracket that rendered them less likely to be start-
ing new firms or self-employment activities. However, it was recognized that

veterans in that age bracket were likely to be current small business owners.

In addition to collecting the survey data, the research team conducted informal
conversations with policymakers and program staff in government agencies
that administer programs for veterans and/or small business owners, as well
as with congressional staff and program and policy staff in a number of state
governments. These consultations were held in order to provide context on the

status of programs focused on veteran entrepreneurship.

2 Public Law 106-50; August 17, 1999.

3 Waldman Associates and REDA International, Entrepreneurship and Business Ownership in the
Veteran Population, 2004. See summary at bttp://www.sba.gov/advo/research/rs242.pdf. The complete
study can be accessed at Aztp.//www.sba.gov/advo/research/rs242tot. pdyf.

4 Specifically, after January 31, 1955.

5 Because this research was federally sponsored, the surveys constituted an “information collection”
subject to provisions of the Paperwork Reduction Act, as amended (44 U.S.C. 3501 et seq.), and
its implementing regulations (5 C.F.R. 1320). Accordingly, after a thorough review of this project’s
purposes, methodology and response burden, approval to conduct these surveys was obtained from
the Office of Management and Budget (OMB), Office of Information and Regulatory Affairs under
OMB Approval Number 3245-0340 (Expiration date: April 30, 2006).
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This project relies on a survey administered to two separate populations: veterans
in the U.S. residential population, and veteran business owners drawn from
a subset of the Dun and Bradstreet national database of businesses.

Each respondent was first asked a series of questions to assess his/her veteran status.
These included questions on periods of active duty service; branch of the military
served in; and service-connected disability rating, if any. A number of these ques-
tions were modeled after similar questions in the Department of Veterans Affairs’
National Survey of Veterans.® The respondent was then asked basic demographic
questions regarding gender, marital status, children, age, location and education.
Published small business studies have shown that, within a given population, these
parameters influence both the number of entrepreneurs from that population and
the potential for successful business ownership. For example, there is evidence
that men under the age of 35 who have married are much more likely to become
self-employed than men who have never married. Further, it has been found that
males under the age of 35 with some college experience have a greater prospect for
success than those with 12 or fewer years of schooling.” Respondents were then
queried about computer ownership and Internet access. This was important for
many reasons, especially because of the accelerating development of government

programs and public information on the web.

Veterans in the residential population were then asked whether they were con-
sidering starting or purchasing a new business (or were in the process of doing
s0). The survey differentiated between starting and purchasing a new firm,
as the small business literature suggests that the purchase of a firm could be
a negative success indicator.® Those who answered “no” to this question were
asked no further questions. Veterans in the business owners’ survey were asked
if they were currently self-employed or currently owned or operated a small
business concern.

6 For more information, see http://www.va.gov/vetdata/SurveyResults/index. htm.

7 Schiller, Bradley R. and Crewson, Phillip E., “Entrpreneurial Origins: A Longitudinal Inquiry,”
Economic Inquiry, July 1997, 523-531.

8 Duchesneau, Donald A. and Gartner, William B. (1990), “A Profile of New Venture Success and Failure
in An Emerging Industry,” Journal of Business Venturing, vol. 5, 297-312.
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Those who were either considering or in the process of starting or purchasing
a new business were asked questions about the new business itself.” Would
it be home-based? Would it be computer-oriented? Would it employ people
initially? In the business owners’ survey, respondents were asked similar ques-
tions about their current business and were also asked when they purchased
or started their new business. In both surveys, respondents were asked if they
had partners in their business. There is some evidence that teams tend to have
a greater chance of success than firms started by single founders, at least in

manufacturing and high-tech start-ups.'’

In both surveys, respondents were then asked to identify the problems they
had encountered in starting or operating their businesses (a somewhat differ-
ent list of questions was used for the two populations). This question was mod-
eled after a similar question that produces data for Small Business Problems and
Priorities, a periodic publication of the National Federation of Independent

Business (NFIB) Education Foundation.!

Next, both populations were asked a series of questions that, in conjunction with
the demographic parameters outlined above, gauged their members’ potential for
business ownership success. These questions were developed using characteristics
of successful entrepreneurs previously identified in the small business literature.
For example, respondents were asked about prior business ownership experience,
as well as skills needed for business success, such as managing employees, antici-
pating business trends, etc. Relevant experience—specific knowledge of various
functional aspects of the business—has been shown to be an important predictor

of business ownership success.'

Respondents were also asked about business ownership skills gained from military
service, for example, if they supervised others while on active duty and if they

9 Where veteran respondents owned more than one business, they were queried about each business
currently owned.

10 Arnold C. Cooper, Carolyn Y. Woo, and William C. Dunkelberg (1988), “Entrepreneurs Perceived
Chances for Success,” Journal of Business Venturing, vol.3, 97-108.

11 This publication is authored by William C. Dennis, senior research fellow of the NFIB Education
Foundation. General information on this series can be accessed by using the Research Foundation
link at Azzp://www.nfib.com/. See http://www.nfib.com/object/I0_16191.html for the full 2004 report.

12 Cooper, Woo, and Dunkelberg; op.ciz., 100.
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were required to teach or reinforce new skills of those they supervised. Further,
respondents were asked if they had technology training or other types of courses
while on active duty that were of direct relevance to the management of their new
or current business enterprise.

Finally, both populations were asked about their use of and experience with
government programs in general, as well as programs for entrepreneurs gener-
ally and for veteran entrepreneurs in particular. They were first asked whether
they had used or planned to use such programs. If they answered “yes,” they
were asked to identify the specific programs they had used. If they answered
“no,” they were asked to identify the reasons. Questions were asked to gauge
the proclivity of the respondent to use government programs at all—even those
designed to meet their needs. For example, respondents were asked if they had
used veterans’ benefits to fund all or part of their education or career training.
Those who had used general small business programs, or programs specifically
for veterans, were asked to rate their satisfaction with these programs.

The data generated by the survey will aid policymakers in three areas. First, new
data on the level of entrepreneurship activity in the veteran and service-disabled
veteran population, the potential for business ownership success in the veteran
community, and the propensity of veterans to use government resources will
guide policymakers on the rational level of resources to commit to the veteran
program area. Second, new data on the characteristics of businesses that veterans
start, the obstacles and problems they have faced, and their prior experience with
government entrepreneurship programs will guide policymakers on the types of
programs in which to invest. Finally, policymakers should be able to understand
the differences in many of the parameters referenced above between the general
veteran community and the service-disabled veteran community.

The residential survey conducted during the summer of 2003 revealed that a
significant 22.1 percent of veterans in the household population were either
purchasing or starting a new business or considering doing so (Zable 5.1)."

13 This population will henceforth be referred to as “new veteran entrepreneurs.”
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Table 5.1 Veterans in the Population of U.S. Households Starting or Purchasing
a New Business Enterprise or Considering Doing So (percent)

Purchasing
Veteran Cohort or Starting Starting Purchasing
Service-Connected Disability Status
Service-disabled 28.0 25.4 26
Non-service-disabled 21.4 16.9 4.5
Gender
Male 21.6 17.5 41
Female 26.6 20.5 6.1
Marital Status
Single 22.2 17.8 4.4
Married 22.5 18.1 4.4
Living with a partner 22.6 22.6 0.0
Legally separated 28.6 14.3 14.3
Divorced 16.5 15.1 1.4
Age of Veteran
20 to 29 29.9** 26.1** 3.8**
30 to 39 49.1** 35.9** 5.2%*
40 to 49 35.4** 24.4** 11.0%*
50 to 64 17.0** 14.3** 2.7**
65 and older 1.6** 1.6** 0.0**
Dependents
Dependent children 33.8** 25.5** 8.3**
No dependent children 14.3** 12.7%* 1.6**
Education
High school graduate 15.4 11.8 3.6
One year of college 25.3 20.3 5.0
Two years of college 26.0 21.8 4.2
Three years of college 228 171 5.7
College graduate 30.8 251 57
College graduate, post graduate course(s) 18.1 18.1 0.0
Post graduate degree 21.6 10.8 10.8
Other 18.9 18.9 0.0
Full Sample 22.1 17.8 4.3

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater

than the 5 percent level.

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.
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Starting a new business was the dominant activity over purchasing a new busi-
ness by a wide margin (17.8 percent versus 4.3 percent). Evidence has shown

this to be a positive success indicator.™

The difference in start-up activity between service-disabled and non-service-
disabled veterans was not statistically significant. However, the difference
among the age cohorts was statistically significant, with older veterans exhibit-
ing a lesser degree of interest and/or activity in starting a business. Only 17
percent of veterans in the age 50 to 64 cohort indicated that they were either
purchasing or starting a new business or considering doing so, compared with
29.9 percent of veterans in their 20s, 41.1 percent of veterans in their 30s, and

35.4 percent of veterans in their 40s.

A larger percentage of veterans with dependents (33.8 percent) were purchas-
ing or starting a new business or were considering doing so at the time of the

survey than were those without dependents (14.3 percent).”

Of veterans starting or purchasing a new business at the time of the survey,
31.6 percent were doing so with at least one partner, a sizable enough figure to
be considered a modest plus for the overall success of this population, as evi-
dence has shown that partnership is a positive success indicator (7able 5.2).16

Of new veteran entrepreneurs, 62.1 percent planned to initially locate their
business entirely in their residence, but 67.4 percent of these planned to expand

their business partially or entirely beyond their residence in the “foreseeable

future” (Table 5.3).

14 Duchesneau, Donald A. and Gartner, William B. (1990), “A Profile of New Venture Success and
Failure in An Emerging Industry,” Journal of Business Venturing, vol. 5, 297-312.

15 For the purposes of this study, dependents are children who depend on the veteran for at least half of
their support.

16 Cooper, Arnold C.; Woo, Carolyn Y.; and Dunkelberg, William C. (1988); “Entrepreneurs Perceived
Chances for Success,” Journal of Business Venturing, vol.3, 97-108.
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Table 5.2 New Veteran Entrepreneurs Forming or Purchasing Their New
Business Enterprise With Partners (percent)

Veteran Cohort Share Starting or Purchasing With One or More Partners

Service-Connected Disability Status

Service-disabled 33.3

Non-service-disabled 313
Gender

Male 31.0

Female 38.3

Age of Veteran

20 to 29 12.7
30 to 39 31.3
40 to 49 42.2
50 to 64 27.6
65 and Older 0.0
Full Sample 31.6

Table 5.3 Home-based Startup and Relocation Plans of New Veteran
Entrepreneurs in the U.S. Residential Population (percent)

Share of Planned Startup Share of Planned
Firms Initially Locating Home-based Startups
Veteran Cohort Entirely in Residence Planning to Relocate Firm

Service-Connected Disability Status

Service-disabled 52.4 727

Non-service-disabled 63.6 66.7
Gender

Male 61.4 69.8

Female 69.1 44.6

Marital Status

Single 59.8 83.3
Married 62.6 62.5
Living with a partner 50.0 100.0
Legally separated 100.0 100.0
Divorced 49.8 66.7
Dependents
Dependent children 57.5 66.1
No dependent children 68.9 69.1
Full Sample 62.1 67.4
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Veteran entrepreneurs are motivated to create jobs. Almost 72 percent of new
veteran entrepreneurs planned to employ at least one individual besides them-
selves at the outset of their new venture (7uble 5.4). Further analysis revealed
that the share of veteran business owners who planned to initially locate their
business in their home and who planned to initially employ at least one indi-
vidual was nearly identical to the share of those who planned to initially locate

their business outside of their residence.

The Internet was not unimportant to veteran start-ups. Eleven percent of new
veteran entrepreneurs believed that they would be entirely dependent on the
web (Tuable 5.5). But 31.7 percent indicated that their business would be 50

percent or more dependent on the Internet.

The availability of resources and government programs ranked high on the list
of problems and obstacles that new veteran entrepreneurs face (7able 5.6). The
populations of both service-disabled and non-service-disabled veterans ranked
“Access to financing” their number one problem of 10. But a much higher
proportion of service-disabled veterans (52.4 percent) viewed it as a “critical”

problem than did non-service-disabled veterans (34.3 percent).

Veterans were concerned about government and private small business pro-
g p p
grams. “The existence of useful government and private programs for entre-
preneurs” and “The existence of useful government and private programs for
veterans and/or service-disabled veteran entrepreneurs” ranked second and
third on the problem list of both service-disabled and non-service-disabled
veteran entrepreneurs. “My disability” and “My status as a veteran or service-
disabled veteran” were at the bottom of the list for both non-service-disabled

and service-disabled veteran entrepreneurs.

Active duty service appeared to provide a training ground for business ownership.
Most veteran entrepreneurs supervised others while on active duty, 74.3 percent
being the lowest share with supervisory experience among the four entrepreneur-
ship categories (7uble 5.7).1 Most of those who did have supervisory experience
were required to teach those they supervised new skills or reinforce existing skills.

17 The design of the survey prohibited the generation of an estimate for the sum of all four entrepreneurship
categories (i.c., starting or purchasing a new business, or considering starting or purchasing a new business).
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Table 5.4 New Veteran Entrepreneurs Planning to Hire at Least One Person Table 5.6 Measures of Veteran Entrepreneurship Problem Importance (percent)
Besides Themselves at the Beginning of Their Venture (percent)*

Non-Service-Disabled Service-Disabled
Veteran Cohort Share of Start-ups Planning to Hire at Least One Person -
Percent Percent
Service-Connected Disability Status Problem Rank Mean Critical Rank Mean Critical
Service-disabled 61.9 Access to financing 1 3.490 34.3 1 3.669 52.4
Non-service-disabled 73.1 Useful government and private
Gender programs for entrepreneurs 2 3.393 33.3 2 3.381 38.1
Mal 71 1 Useful government and private
ale ’ programs for veteran entrepreneurs S 3.378 29.9 3 3.092 23.8
F I 77.
emaie 0 Retaining qualified employees 4 2.550 10.4 6 2333 4.8
Age of Veteran )
Developing a network of contacts 5 2450 6.0 4 2619 9.5
20to 29 87.3 o .
Finding qualified employees 6 2.444 13.4 7 2239 4.8
30to 39 56.2
Developing and implementing
4010 49 84.4 a marketing strategy 7 2415 3.0 5 2569 9.5
501064 68.1 Understanding the competition 8 2256 7.5 9 1.906 4.8
65 and older 100.0
My status as a veteran or
Full Sample 71.6 service-disabled veteran 9 1.497 3.0 8 2139 95
* Includes part-time, temporary and contract workers My disability 0 1221 15 10 1572 0.0
Table 5.5 Anticipated Internet Dependence for the Prospective Business Table 5.7 Veteran Entrepreneurs Who Supervised Others While on Active Duty
Ventures of New Veteran Entrepreneurs (percent) and Who Taught New Skills To Those They Supervised (percent)
Dependence Level (percent) Supervised Others As Supervisors Taught Skills
Veteran Cohort 0to 24 25to 49 50 to 99 100 Category of Non- Non-
- . Entrepreneurship Full  Service- service- Full  Service- service-
Service-Connected Disability Status Activity Sample Disabled Disabled  Sample Disabled Disabled
Service-disabled 23.8 23.8 38.1 14.3 Considering starting
Non-service-disabled 49.3 22.4 17.9 10.4 a new business 81.1 78.6 81.6 90.4 90.9 90.3
Full Sample 45.7 22.6 20.7 11.0 In process of starting
a new business 74.3 80.0 73.3 92.3 100.0 90.9
Considering purchasing
new business 79.0 100.0 77.8 100.0 100.0 100.0
In process of purchasing
new business 100.0 100.0 100.0 81.9 100.0 80.0
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Of new veteran entrepreneurs, 36.4 percent indicated that they made use of
one or more technologies while on active duty service that were of “direct
relevance to the operation” of their new business enterprise or self-employ-
ment activity (7able 5.8). Thirty-two percent of new veteran entrepreneurs
had classes while on active duty (other than to learn the use of new technologies)
that would be “of direct relevance to the operation” of their new business enter-

prise or self-employment activity.

Many new veteran entrepreneurs gained skills of relevance to their ventures
while on active duty, but the share of new veteran entrepreneurs with previous
business experience was even greater. Almost 61 percent of new veteran entre-
preneurs have owned at least one business in the past or own one currently.'®
Such owners were significantly more common among non-service-disabled
veterans (63.6 percent) than in the population of service-disabled veterans
(42.9 percent). Prior business owners were also far more common among male

veterans (64.2 percent) than among female veterans (23.0 percent).

Most new veteran entrepreneurs had gained some experience in key business
skills from previous employment or business ownership experience (7uble 5.9).
For example, 86.8 percent indicated that they had gained experience manag-
ing employees, and 96 percent indicated experience in dealing with customers.
The smallest proportion, 48.3 percent, had gained experience in the area of

dealing with tax laws.

18 New veteran entrepreneurs surveyed in the residential population could include current or past
business owners, including self-employed persons, who were considering the purchase or start-up

of a new enterprise.
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Table 5.8 New Veteran Entrepreneurs with Prior Relevant Experience or Classes
(percent)

Veteran Cohort Used Technologies' ~ Formal Classes?®  Previous Business®

Service-Connected Disability Status

Service-disabled 33.3 38.1 42.9**

Non-service-disabled 36.9 30.8 63.6**
Gender

Male 37.6 31.9 64.2**

Female 23.5 30.9 23.0**

Age of Veteran

20to 29 253 38.0* 62.0
30to 39 16.7 12.5* 37.5
40to 49 56.8 51.2* 62.7
50 to 64 35.8 28.4* 69.5
65 and older 0.0 0.0* 100.0
Full Sample 36.4 31.8 60.7

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater
than the 5 percent level.

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.
1 Used one or more technologies while on active duty of direct use to new business enterprise.
2 Had formal classes while on active duty that were of direct relevance to new venture.

3 Previously owned at least one business or had self-employment activity.
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Table 5.9 New Veteran Entrepreneurs Who Have Gained Key Business
Ownership Skills From Previous Employment and/or Previous Business
Ownership (percent)

Dealing Marketing Anticipating
Managing With Products or Managing Business
Veteran Cohort Employees Customers Services Tax Laws Trends
Service Disability Status
Service-disabled 90.5 100.0 71.4 429 61.9
Non-service-disabled 86.2 95.4 69.2 49.2 66.2
Age of Veteran
20 to 29 62.7 100.0 747 0.0 50.0
30 to 39 90.6 93.8 56.2 251 43.8
40 to 49 86.1 100.0 62.9 67.5 67.5
50 to 64 88.1 941 791 52.2 76.0
65 and older 100.0 100.0 100.0 100.0 100.0
Education
High school graduate 79.4 941 52.9 26.5 73.5
One year of college 100.0 90.0 74.9 45.0 35.0
Two years of college 85.4 95.1 75.6 43.8 58.5
Three years of college 100.0 100.0 75.0 75.0 100.0
College graduate 88.0 100.0 64.2 56.0 63.9
Post graduate courses 100.0 100.0 100.0 100.0 100.0
Post graduate degree 100.0 100.0 75.0 75.0 100.0
Other 63.7 100.0 81.9 63.7 63.7
Full Sample 86.8 96.0 69.5 48.3 65.5

Those who had gained experience from formal on-the-job training “that will be
directly relevant” to the running of their new business enterprise constituted 57.3
percent of veteran entrepreneurs, while 88.2 percent had gained such experience
through informal on-the-job training (7uble 5.10). Apprenticeship programs
provided such experience to 24.2 percent of new veteran entrepreneurs.

Of new veteran entrepreneurs, 5.3 percent had made use of a public or private
small business program designed for veterans, in spite of the fact that 24 percent
of service-disabled veterans and 30 percent of non-service-disabled veterans
indicated that the lack of such programs was a “critical” problem (7uble 5.11).
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Table 5.10 New Veteran Entrepreneurs Who Have Gained Education and/
or Experience Directly Relevant to Their New Business Enterprise from
Apprenticeship Programs or On-the-Job Training (percent)

Veteran Cohort Apprenticeship  On-the-Job Training  On-the-Job Training

Programs (Formal Classes) (Informal)
Service-Connected Disability Status
Service-disabled 15.0 50.0 90.0
Non-service-disabled 25.9 58.6 87.9
Age of Veteran
20to 29 49.6 66.4 100.0
30to 39 18.6 48.1 92.6
40 to 49 25.6 64.2 82.0
50 to 64 23.8 57.1 88.9
65 and older 0.0 100.0
Education
High school graduate 42.3 51.5 94.0
One year of college 16.8 66.8 88.9
Two years of college 21.5 62.1 83.9
Three years of college 25.0 50.0 100.0
College graduate 14.3 571 80.9
Post graduate course(s) 0.0 50.0 100.0
Post graduate degree 0.0 100.0 100.0
Other 335 22.2 77.8
Full Sample 24.2 57.3 88.2

Also, 65.9 percent of new veteran entrepreneurs planned to make use of a veter-
ans small business program in the foreseeable future.

When those who did not use these programs were asked why, 36.8 percent
said that they did not have a need for “any of these” program services and 35.5
percent said that they were not aware that veteran small business programs
even existed (7able 5.12). Almost 20 percent said that they were confused as
to what was available.”

19 Respondents were allowed to choose more than one response category. Thus the categories are not
mutually exclusive.
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Table 5.11 New Veteran Entrepreneurs Using Veterans and Small Business
Programs (percent)

Would Use Used Plan to
Used Plan to Use Veterans aSmall UseaSmall
aVeterans aVeterans Programif Business Business
Veteran Cohort Program’ Program’ Aware?  Program?® Program?®
Service Disability Status
Service-disabled 0.0 52.4 91.7 4.8 47.4
Non-service-disabled 6.2 68.3 97.1 15.6 51.9
Gender
Male 58 67.9 95.9 15.4 50.9
Female 0.0 46.1 100.0 0.0 53.9
Age of Veteran
20to 29 0.0 87.3 100.0 12.7 435
30to 39 0.0 46.7 94.3 6.6 39.2
4010 49 4.6 68.3 93.9 23.2 51.5
50 to 64 8.9 70.3 100.0 11.9 56.8
65 and older 0.0 100.0 100.0 0.0 100.0
Education
High school graduate 59 78.1 94.0 17.6 53.5
One year of college 0.0 55.0 87.5 25.1 39.9
Two years of college 9.7 59.9 100.0 15.3 39.4
Three years of college 0.0 75.0 100.0 0.0 50.0
College graduate 0.0 63.0 100.0 7.9 56.6
Post graduate course(s) 0.0 50.0 100.0 0.0 50.0
Post graduate degree 0.0 75.0 100.0 0.0 75.0
Other 18.1 66.5 100.0 18.1 75.0
Full Sample 5.3 65.9 96.3 14.1 51.2

1 Have used or plan to use a public or private small business program specifically designed for veterans.
2 Unaware of small business programs for veterans and would use such programs if aware of them.

3 Have used or plan to use a public or private small business program not specific to veterans.

Of veterans who indicated some degree of unawareness or confusion regarding the
existence or the structure of veteran-oriented small business programs, 96.3 per-
cent would use them if they became aware of them and if the programs met their
needs, with no significant difference between the proportion of service-disabled
and non-service-disabled veterans who indicated this propensity (7uble 5.11).
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Table 5.12 Reasons Given by New Veteran Entrepreneurs Who Had Not Used
Any Veteran Small Business Programs (percent)

Non-

Service-  service- Full
Reason for Nonuse of Veterans Programs Disabled Disabled Sample
Didn’t have a need for these program services 28.6 3813 36.8
Had a need but nothing in these programs meets my needs 4.8 15.0 13.4
Programs serving both veterans and non-veterans are adequate 0.0 6.7 5.7
Perception that program service delivery is inadequate 9.5 1.7 11.3
Confused as to what is available 19.0 20.0 19.9
Wasn't aware that small business programs for veterans existed 38.1 35.0 35.5
| don’t qualify 0.0 6.7 5.7
Other 14.3 13.3 13.5

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

New veteran entrepreneurs did not appear to have any fundamental bias against
small business programs per se, as further evidenced by the finding that 66 percent

planned to use such programs.

While 5.3 percent of new veteran entrepreneurs had used veteran-specific
programs, 14.1 percent of veteran entrepreneurs had used a general, non-vet-
eran-specific public or private small business program and 51.2 percent planned
to make use of a non-veteran-specific small business program in the foresee-
able future, compared with the 65.9 percent of new veteran entrepreneurs who

planned to make use of a veteran-specific program.

The reasons for non-usage of general small business programs were qualita-
tively similar to those for non-use of veteran-specific programs: 42.9 percent
said that they simply “didn’t have a need for these program services” (Table
5.13). Among these new veteran entrepreneurs, 22.7 percent were confused
as to what was available, and 26.5 percent were not aware that these programs

even existed.

Of new veteran entrepreneurs who said that they did not plan to use a general
small business program, 40.2 percent indicated that they did not have a need
for these program services, and 22.6 percent were confused as to what was

available (Table 5.14).
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Table 5.13 Reasons Given by New Veteran Entrepreneurs Who Had Not Used
Any Small Business Program Not Specific to Veterans (percent)

Non-

Service-  service- Full
Reason for Past Non-use of Small Business Programs Disabled Disabled Sample
Didn't have a need for these program services 35.0 44.4 42.9
Had a need but nothing in these programs meets my needs 5.0 3.7 3.9
Perception that program service delivery is inadequate 5.0 3.7 3.9
No time for training 0.0 0.0 0.0
Confused as to what is available 25.0 22.2 22,7
| don't qualify for program services because | am a veteran 0.0 3.7 3.1
| don’t qualify for program services for other reasons 5.0 1.9 2.4
Wasn't aware that small business programs existed 10.0* 29.6* 26.5*
Other 15.0 16.7 16.4

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater
than the 5 percent level.

Table 5.14 Reasons Given by New Veteran Entrepreneurs Who Did Not Plan
to Use Any Small Business Program Not Specific to Veterans (percent)

Non-

Service-  service- Full
Reason for No Plans to Use Small Business Programs Disabled Disabled Sample
Didn't have a need for these program services 10.0** 46.2** 40.2**
Have needs but these programs don’t meet them 10.0 1.5 11.3
Need small business program designed for veterans 0.0 3.8 3.2
Perception that program service delivery is inadequate 10.0 0.0 1.6
Found these programs to be inadequate in the past 0.0 0.0 0.0
Confused as to what is available 20.0 23.1 22.6
| don’t qualify for program services because | am a veteran 0.0 3.8 3.2
| don’t qualify for program services for other reasons 0.0 7.7 6.4
Wasn't aware that small business programs existed 20.0 15.4 16.1
Other 50.0* 19.2% 24.3*

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater
than the 5 percent level.

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.
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Among the most striking findings about the demographics of the veteran
business owner respondent pool was that 95.0 percent were age 40 or over,
and that 77.9 percent were age 50 or over (Tuable 5. 15). Also of interest was
the finding that 96.3 percent of veteran business owners had a high school or
higher degree, while 49.3 percent had a college degree, with or without addi-
tional postgraduate studies.

A significant percentage owned more than one business (7able 5.16). Nearly
one in six, or 15.7 percent, owned two businesses; and 2.1 percent owned three

businesses.?’

Of these businesses, 38.7 percent were home-based (7ab/e 5.17). A greater pro-
portion of service-disabled than non-service-disabled owners had a home-based
business (52.1 percent versus 37.7 percent). Also, a larger percentage of veterans
with dependent children (46.1 percent) had businesses that were entirely located
in their residence than did those without dependent children (35.4 percent).

The home-based business status appeared to be dynamic: 35.6 percent of vet-
eran business owners who had home-based businesses intended to move some
or all of their business operations outside of their residence in the “foreseeable
tuture” (Table 5.18). Cross-tabulation analysis suggests that the proportion of
owners who intended to expand beyond the home declined with the age of the
business enterprise, although the differences were not statistically significant
at the 10 percent level.”!

20 The results presented in this section will be based on the first business of those owning more than one.

21 The mean differences are substantial, likely because of the inadequate sample size.
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Table 5.15 Demographics of Veteran Business Owner Respondent Pool Table 5.16 Veteran Business Owners Owning More than One Business (percent)
(percent)

Share Who Own Share Who Own
Veteran Cohort Respondent Share Veteran Cohort Two Businesses Three Businesses
Service-Connected Disability Status ST R e DIy S
Service-disabled 6.6 Service-disabled 11.0 1.6
Non-service-disabled 93.4 Non-service-disabled 16.0 2.1
Gender Age of Veteran
Male 90.1 20to 29 26.2 0.0
Female 99 30to 39 0.0 0.0
Marital Status 401049 131 00
Single 13.0 50 to 64 17.7 2.6
Married 774 65 and older 13.5 2.7
Living with a partner 0.8 moacailen
Legally separated 11 High school graduate 12.6 1.7
Divorced 78 One year of college 25.3 5.3
Age of Veteran Two years of college 11.8 1.9
20t 29 13 Three years of college 17.6 1.9
30 10 39 37 College graduate 13.2 1.3
40 10 49 17.1 Post graduate course(s() 20.9 6.4
50 to 64 545 Post graduate degree 18.0 1.8
65 and older 23.4 Other 261 0.0
Dependents Full Sample 15.7 2.1
Dependent children 30.3
No dependent children 69.7
ZallEzio Table 5.17 Veteran Business Owners Whose Enterprise is Located Entirely
High school graduate 18.4 in Their Residence (percent)
One year of college 6.3
Two years of college 16.7 Veteran Cohort Share of Enterprises Located Entirely In Residence
Three years of college 57 Service-Connected Disability Status
College graduate 25.3 Service-disabled 52.1**
Post graduate course(s) 52 Non-service-disabled 37.7**
Post graduate degree 18.8 Dependents
Other 3.7 Dependent children 46.1**
No dependent children 35.4%*
Full Sample 38.7

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.
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Table 5.18 Home-Based Veteran Business Owners Planning to Relocate Some
or All of Operations Outside of Their Residence in the “Foreseeable Future”
(percent)

Veteran Cohort Share Planning to Expand Beyond Their Residence

Service-Connected Disability Status

Service-disabled 421

Non-service-disabled 34.9
Gender

Male 34.3

Female 45.6

Marital Status

Single 37.7
Married 34.2
Living with a partner 0.0
Legally separated 50.0
Divorced 43.5
Dependents
Dependent children 39.6
No dependent children 33.3
Full Sample 35.6

There was an impressive longevity to veteran-owned small businesses: 68.1
percent of veteran business owners had owned their concerns for 10 years or
more (Table 5.19). Although a smaller share of service-disabled veterans were
in this category than non-service-disabled veterans (48.7 percent versus 69.4
percent), the share was still nearly half.

Most owners started their business rather than purchasing an existing business
(84.7 percent versus 15.3 percent) (Zable 5.20). Evidence suggests that this is a
positive success indicator.”> However, only 15.6 percent of owners had partners,
their relative scarcity suggesting a negative success indicator (7uble 5.21).2 The

22 Duchesneau, Donald A. and Gartner, William B. (1990), “A Profile of New Venture Success and
Failure in An Emerging Industry,” Journal of Business Venturing, vol. 5,297-312.

23 Cooper, Arnold C.; Woo, Carolyn Y.; and Dunkelberg, William C. (1988); “Entrepreneurs Perceived
Chances for Success,” Journal of Business Venturing, vol.3, 97-108.

130

Table 5.19 Age Distribution of Business Enterprises Owned By Veterans

(percent)

All Service- Non-service-
Business Age from Start or Purchase Owners disabled disabled
Less than six months 0.1 1.6** 0.0**
Six months or more but less than one year 0.6 4.7** 0.3**
One year or more but less than three years 6.6 16.0** 5.9**
Three years or more but less than five years 7.6 6.5** 7.7**
Five years or more but less than 10 years 171 22.5%* 16.7**
Ten years or more 68.1 48.7** 69.4**

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.

Table 5.20 Veteran Business Owners Starting or Purchasing a Business

(percent)

Veteran Cohort

Share Starting

Share Purchasing

Service-Connected Disability Status

Service-disabled 90.2 9.8

Non-service-disabled 84.3 15.7
Gender

Male 84.5 15.5

Female 86.6 13.4
Age of Veteran

20 to 29 73.8 26.2

30 to 39 80.9 19.1

40 to 49 89.5 10.5

50 to 64 85.5 14.5

65 and older 81.8 18.2
Full Sample 84.7 15.3
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Table 5.21 Veteran Business Owners Beginning with Partners (percent)

Veteran Cohort Share With Partners

Service-Connected Disability Status

Service-disabled 13.1
Non-service-disabled 15.8
Dependents
Dependent children 7.5%*
No dependent children 19.1**
Education
High school graduate 20.1**
One year of college 15.6**
Two years of college 5.9**
Three years of college 9.3**
College graduate 17.0**
Post graduate course(s) 34.6**
Post graduate degree 14.4**
Other 17.2%*
Full Sample 15.6

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.

partner situation appeared to be a dynamic one through the life of the business
in that 32 percent of new entrepreneurs originally formed or purchased their
new business enterprise with one or more partners (7able 5.2). Partners may or
may not stay through the life of the business.

Internet-dependent businesses did not dominate the population of existing
veteran-owned businesses; but they were not unimportant, either. Only 5.8
percent of owners indicated that their business was 100 percent dependent
on the Internet (7able 5.22). However, 22.5 percent indicated that their busi-
ness was 50 percent or more dependent on the Internet. The fact that almost
32 percent of the veteran entrepreneur population in the residential survey
indicated that their business would be 50 percent or more dependent on the
Internet in the future suggests that web dependence might grow in the veteran
business population (7ables 5.5 and 5.22).
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Table 5.22 Internet Dependence of Current Veteran-Owned Businesses (percent)

Veteran Cohort 0 to 24 Percent 25 to 49 Percent 50 to 99 Percent 100 Percent

Service-Connected Disability Status
Service-disabled 45.9** 20.6** 25.6** 7.9**
Non-service-disabled 65.6** 12.7%* 16.1** 5.6**

Age of Veteran

20 to 29 24.6** 0.0** 75.4** 0.0**
30 to 39 66.3** 15.2** 0.0** 18.5**
40 to 49 57.7** 10.1** 25.1** 7.0%*
50 to 64 60.8** 16.1** 17.0** 6.0**
65 and older 78.8** 9.1** 9.4** 2.8**
Education
High school graduate 66.5 20.7 1.1 1.7
One year of college 731 10.3 10.0 6.6
Two years of college 62.8 18.2 14.4 4.6
Three years of college 68.4 9.1 15.1 7.4
College graduate 60.6 11.8 22.9 4.7
Post graduate course(s) 64.9 6.4 16.2 12.5
Post graduate degree 57.2 9.6 22.4 10.8
Other 971 2.9 0.0 0.0
Full Sample 64.3 13.2 16.7 5.8

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.

As was the case with new veteran entrepreneurs, military service was of great
value in providing business ownership skills: 69.2 percent of business owners
supervised others while on active duty (7able 5.23). These owners included
a significantly higher proportion of service-disabled veterans than non-ser-
vice-disabled veterans (87.6 percent versus 67.9 percent). Of those who had
supervisory experience while on active duty, 88.9 percent taught those they
supervised new skills or reinforced existing skills (7able 5.24).

Beyond supervisory experience, active duty taught business-related skills: 37.5
percent of veteran business owners indicated that they learned or made use of one
or more technologies while on active duty that were of “direct use in their current
business enterprise” (7able 5.25). A higher percentage of service-disabled veter-
ans benefited from business-relevant technological training while on active duty
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Table 5.23 Veteran Business Owners Supervising Others On Active Duty
(percent)

Veteran Cohort Share With Active Duty Supervisory Experience

Service-Connected Disability Status

Service-disabled 87.6**

Non-service-disabled 67.9**
Gender

Male 701

Female 61.3
Full Sample 69.2

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.

Table 5.24 Veteran Business Owners With Active Duty Supervisory Experience
Who Taught or Reinforced Skills to Those They Supervised (percent)

Veteran Cohort Share Who Taught Those They Supervised

Service-Connected Disability Status

Service-disabled 96.5*
Non-service-disabled 88.2*
Full Sample 88.9

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater
than the 5 percent level.

than non-service-disabled veterans (51.6 percent versus 36.8 percent). Beyond
pure technology training, 34.0 percent of veteran business owners indicated that
while on active duty they had one or more formal classes (ober than to learn new
technologies) that were of direct relevance to the ownership and operation of
their business enterprise. Again, a greater proportion of service-disabled veterans
benefited: 49.3 percent versus 33.0 percent for veteran business owners who were
not service-disabled. Experience gained from previous business ownership and
from the labor market benefited a greater proportion of veteran business owners
than business-relevant experience gained while on active duty service: 83.2 per-
cent of veteran business owners had owned at least one business in the past. This
appeared to be an increasing function of age, while approximate gender equality
appeared to be the case.
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Table 5.25 Veteran Business Owners Who Learned Business Skills of Use in
Their Current Business While on Active Duty or Owned a Business Previously
(percent)

Used Learned Took One or Owned
Technologies More Classes of a Business
Veteran Cohort of Direct Use Direct Relevance in the Past
Service-Connected Disability Status
Service-disabled 51.6** 49.3** 73.2*
Non-service-disabled 36.8** 33.0** 83.9*
Gender
Male 39.1** 325 83.6
Female 25.1** 48.3 79.9
Age of Veteran
20 to 29 24.6** 0.0* 24.6**
30 to 39 62.6** 27 1* 54 1**
40 to 49 53.5** 48.6* 84.7**
50 to 64 36.2** 33.6* 84.7**
65 and older 26.3** 27.9* 86.2**
Full Sample 37.5 34.0 83.2

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater
than the 5 percent level.

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.

A high proportion of veteran owners gained key business skills from previous
employment or business ownership experience: 91.6 percent gained experience
in managing employees; 96.6 percent gained experience in dealing with custom-
ers; 84.5 percent gained experience in marketing; 73.4 percent gained experi-
ence in managing tax issues; and 72.3 percent of owners gained experience in
anticipating business trends from previous business ownership or employment
(Table 5.26).

Informal, on-the-job training gave 83.4 percent of veteran business owners skills
directly related to the running of their current business enterprise, while 57.0
percent gained such skills from formal on-the-job training, and 16.9 percent
from apprenticeship programs (7able 5.27).
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Table 5.26 Veteran Business Owners Who Have Gained Key Business
Ownership Skills From Previous Employment and/or Previous Business
Ownership (percent)

Marketing Anticipating
Managing Dealing with Products or Managing Business
Veteran Cohort Employees  Customers Services Tax Laws Trends
Service Disability Status
Service-disabled 87.9 96.5 86.0 77.3 77.4
Non-service-disabled 91.9 96.6 84.4 731 721
Age of Veteran
20 to 29 100.0 100.0 100.0 100.0 100.0
30 to 39 76.3 89.2 72.4 731 69.2
40 to 49 99.3 94.9 89.8 79.6 79.9
50 to 64 89.6 96.7 86.3 69.9 69.8
65 and older 93.1 98.4 77.3 75.8 72.3
Education
High school graduate 82.7 96.1 76.2 67.6 66.5
One year of college 94.4 94.4 88.9 58.8 51.4
Two years of college 92.9 97.8 80.8 71.9 75.7
Three years of college 91.9 941 90.2 73.9 59.8
College graduate 93.7 98.1 88.5 78.1 79.8
Post graduate courses 93.9 100.0 93.6 74.6 68.9
Post graduate degree 94.5 93.8 88.3 75.8 76.6
Other 91.4 100.0 65.1 82.8 74.3
Full Sample 91.6 96.6 84.5 73.4 72.3

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

Non-service-disabled veteran business owners ranked the affordability of health
insurance as their number one concern among a choice of 17 problems (7able
5.28). Nearly half (46.9 percent) indicated that health insurance affordability
was a “critical” problem. The non-service-disabled veterans ranked problems
related to government resources and programs just below health insurance
affordability. The number 2 problem was “Knowledge of helpful govern-
ment and private programs for small business owners in general,” followed by
“Obtaining resources of various types from the government” and “Knowledge
of helpful government and private programs geared toward veteran small busi-

ness owners.” The two lowest-ranked problems were “My status as a veteran
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Table 5.27 Veteran Business Owners with Business-Relevant Education and/or
Experience from Apprenticeship Programs or On-the-Job Training (percent)

Veteran Cohort Apprenticeship On-the-Job Training On-the-Job Training

Programs (Formal Classes) (Informal)
Service-Connected Disability Status
Service-disabled 8.6 49.8 87.2
Non-service-disabled 17.4 57.5 83.1
Age of Veteran
20 to 29 50.0 100.0** 50.0
30 to 39 0.0 100.0** 52.8
40 to 49 13.6 59.0** 82.5
50 to 64 18.5 59.6** 85.6
65 and older 16.6 43.2%* 84.2
Education
High school graduate 19.2 58.8 74.0
One year of college 18.4 46.7 91.7
Two years of college 11.5 60.7 85.3
Three years of college 19.5 53.4 77.2
College graduate 17.4 57.3 85.1
Post graduate course(s) 6.9 54.0 83.5
Post graduate degree 16.8 61.4 83.7
Other 38.2 37.4 100.0
Full Sample 16.9 57.0 83.4

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.

or service-disabled veteran” and “My disability,” which, interestingly, were also
fairly low in the problem rankings of the service-disabled veteran population.

Service-disabled veteran business owners ranked government program and
resource issues at the top of their list of problems, while health insurance
affordability, the top problem for non-service-disabled veteran owners, ranked
number 5 (7able 5.29). Of current veteran business owners, 5.8 percent indi-
cated that they had made use of a public or private small business program
specifically designed for veterans, nearly the same as the 5.3 percent share

of new veteran entrepreneurs in the residential survey using such programs
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Table 5.28 Measures of Veteran Business Owner Problem Importance:
Non-service-disabled Veteran Business Owners

Percent
Problem Rank Mean “Critical”
Affordability of health insurance 1 3.443 46.9
Knowledge of programs for small business owners in general 2 3.171 26.0
Obtaining resources from the government 3 3.137 30.3
Knowledge of programs for veteran small business owners 4 3.018 30.5
Finding qualified employees 5 2.975 22.2
Access to health insurance 6 2.895 34.7
Understanding tax law 7 2.488 17.5
Access to financing 8 2.423 15.8
Disadvantages in government contracting 9 2.353 18.5
Managing time 10 2.326 10.4
Understanding regulations 11 2.239 10.4
Retaining qualified employees 12 2175 8.8
Developing and implementing a marketing strategy 13 2.166 5.3
Managing employees 14 1.643 4.4
Business interruptions due to military deployment 15 1.260 3.6
My status as a veteran or service-disabled veteran 16 1.237 2.6
My disability 17 1.089 1.4

(Tables 5.11 and 5.30). A larger share of service-disabled than non-service-disabled
business owners used veteran small business programs (16.7 percent versus 5.1 per-
cent). A significant 36.3 percent of current owners planned to make use of veteran
small business programs in the “foreseeable future,” with the 30 to 39 age cohort
being most likely to have had such a plan (56.6 percent).

Of those who have not used a veteran small business program, 41.0 percent
indicated that they did not need such programs, and 36.3 percent were not
aware that veteran small business programs existed (7aé/e 5.31). Of those who
were not planning to use small business programs for veterans, 53.0 percent
indicated that they did not have a need for such program services, 22.5 percent
did not know such programs existed, and 12.8 percent were confused as to
what was available (7uble 5.32).** But, as with new veteran entrepreneurs, there

24 Respondents were allowed to choose more than one response category to this question.
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Table 5.29 Measures of Veteran Business Owner Problem Importance:
Service-Disabled Veteran Business Owners

Percent
Problem Rank Mean “Critical”
Obtaining resources from the government 1 3.391 37.2
Knowledge of programs for veteran small business owners 2 3.237 31.7
Knowledge of programs for small business owners in general S 3.192 28.3
Disadvantages in government contracting 4 2.875 35.4
Affordability of health insurance 5 2.803 31.6
Finding qualified employees 6 2.800 26.0
Access to financing 7 2.790 26.3
Understanding tax law 8 2.693 18.1
Access to health insurance S 2.539 24.9
Retaining qualified employees 10 2.338 14.0
My disability 11 2.304 16.6
Understanding regulations 12 2.292 10.2
Managing time 13 2.229 9.9
Developing and implementing a marketing strategy 14 2.124 1.7
My status as a veteran or service-disabled veteran 15 1.926 11.8
Managing employees 16 1.646 5.4
Business interruptions due to military deployment 17 1.223 85

still was an interest in using these programs: 95.2 percent of those who were
confused about the existence or structure of veteran small business programs
indicated that, if they knew more about them, they would use such programs

if they met their needs (7able 5.30).

Of the business owners, 21.6 percent indicated that they had used a public or
private small business program other than those specifically designed for veter-
ans (with similar proportions of the service-disabled and non-service-disabled
populations indicating such program usage). This level was more than 50 per-
cent larger than the 14.1 percent share of new veteran entrepreneurs who indi-
cated such past program usage (Zables 5.11 and 5.30). Conversely, a significantly
smaller share of the veteran business owners, 31.9 percent, than the new veteran
entrepreneurs, 51.2 percent, planned to make use of a non-veteran-specific small
business program in the foreseeable future.
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Table 5.30 Veteran Business Owners Who Have Used or Plan to Use a Small
Business Program for Veterans or for Small Businesses in General (percent)

Table 5.31 Reasons Given by Veteran Owners Who Had Not Used Any Veteran
Small Business Programs (percent)

Would Use Useda Planto Use
Useda Planto Use Veterans Small a Small
Veterans aVeterans Program if Business Business
Veteran Cohort Program’ Program’ Aware?>  Program?® Program®
Service Disability Status
Service-disabled 16.7** 46.0 90.6 26.7 37.1
Non-service-disabled 5.1** 35.8 95.4 21.2 315
Gender
Male 6.1 34.3** 94.6 215 32.1
Female 3.3 55.0** 100.0 22.8 29.9
Age of Veteran
20 to 29 0.0 49.2** 100.0 49.2 0.0*
30 to 39 141 56.6** 100.0 21.0 39.0*
40 to 49 3.9 51.2** 97.6 21.9 45.4*
50 to 64 6.3 35.0** 92.9 23.2 33.1*
65 and older 53 23.9** 96.9 16.4 20.3*
Education
High school graduate 4.5 39.9 100.0** 19.4 28.5
One year of college 8.3 25.4 65.4** 20.0 18.7
Two years of college 6.6 411 100.0** 14.7 44.7
Three years of college 5.6 42.0 100.0** 25.8 27.6
College graduate 6.2 33.3 93.9** 24.9 32.1
Post graduate course(s) 0.0 30.4 100.0** 35.0 28.6
Post graduate degree 7.9 38.8 95.8** 21.6 29.0
Other 0.0 26.1 100.0** 177 31.1
Full Sample 5.8 36.3 95.2 21.6 31.9

Non-

Service-  service- Full
Reason for Non-use of Veterans Programs Disabled Disabled Sample
Didn't have a need for these program services 35.7 41.3 41.0
Had a need but nothing in these programs meets my needs 8.0 4.5 4.7
Programs serving both veterans and non-veterans are adequate 2.1 3.0 3.0
Perception that program service delivery is inadequate 10.1 6.4 6.6
Confused as to what is available 13.8 10.9 11.0
Wasn't aware that small business programs for veterans existed 26.1 36.9 36.3
| don't qualify 41 3.8 3.8
Other 14.3 9.4 9.7

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

Table 5.32 Reasons Given by Veteran Business Owners Who Did Not Plan
to Use a Veteran Small Business Program (percent)

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater

than the 5 percent level.

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.

1 Have used or plan to use a public or private small business program specifically designed for veterans.

2 Unaware of small business programs for veterans and would use such programs if aware of them.

3 Have used or plan to use a public or private small business program not specific to veterans.
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Reason for No Plans to use Service- ser\';li?::- Full
Veteran Small Business Programs Disabled Disabled Sample
Didn’'t have a need for these program services 51.7 53.0 53.0
Have needs but these programs don’t meet them 3.8 41 41
Non veteran-specific small business programs are adequate 0.0 0.6 0.6
Negative experience with these programs in the past 15.1%* 2.9** 3.5**
Perception that program service delivery is inadequate 7.2 3.6 3.8
Confused as to what is available 10.8 12.9 12.8
Wasn't aware that small business programs existed 11.3 23.0 22,5
Other 7.4 1.1 11.0

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.
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Table 5.33 Reasons Given by Veteran Business Owners Who Had Not Used Any
Small Business Programs Non-Specific to Veterans (percent)

Non-

Service-  service- Full
Reason for Non-use of Veterans Programs Disabled Disabled Sample
Didn't have a need for these program services 50.2 51.0 50.9
Had a need but these programs don’t meet my needs 2.2 3.2 3.1
Perception that program service delivery is inadequate 6.8 2.8 3.1
Don't have time for training 2.4 1.4 1.5
Confused as to what is available 15.5 15.5 15.5
Don't qualify for program due to my veteran status 0.0 0.4 0.4
Don't qualify for program for reasons other than being a veteran 0.0 & 1.3
Wasn't aware that small business programs existed 25.0 28.1 27.9
Other 9.2 6.4 6.6

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

More than half, 50.9 percent, of veteran business owners who did not make
use of general, non-veteran-specific small business programs indicated that
they did not have a need for these program services (7able 5.33). Further, 27.9
percent did not know such programs existed, and 15.5 percent were confused
as to what was available.

Of those who did need program services but did not use general, non-vet-
eran-specific small business programs because those programs did not meet
their needs, 23.3 percent indicated that the entire problem was the need for a
veteran-specific program; 15.4 percent said that the need for a veteran-specific
program was only part of the problem (7uble 5.34).%

Of those who were not planning to make use of a general, non-veteran-
specific small business program, 61.6 percent indicated that they simply did
not have a need for these program services, while 19.9 percent were unaware
that these programs existed, and 10.9 percent were confused as to what was

available (7able 5.35).

25 The researchers were unable to obtain good data on this question for the population of new veteran
entrepreneurs from the residential survey.
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Table 5.34 Veteran Business Owners Who Rejected the Use of General Small
Business Programs Due to the Need for a Veteran-Specific Program (percent)

Share Rejecting Entirely Share Rejecting Partially

Due to the Need for a Due to the Need for a

Veteran Cohort Veteran-Specific Program Veteran-Specific Program
Service-Connected Disability Status

Service Disabled 0.0 100.0

Non-service Disabled 24.2 12.1

Gender

Male 36.3 5.8

Female 0.0 32.6

Full Sample 23.3 15.4

Table 5.35 Reasons Given by Veteran Business Owners Who Did Not Plan
to Use Any Small Business Program Not Specific to Veterans (percent)

Non-

Service- service- Full
Reason for No Plans to use Small Business Programs Disabled Disabled Sample
Didn’t have a need for these program services 538.7 62.1 61.6
Have needs but these programs don’t meet them 0.0 1.3 1.2
Need small business program designed for veterans 0.0 0.7 0.6
Perception that program service delivery is inadequate 3.5 4.0 4.0
Found these programs to be inadequate in the past 7.4* 1.4* 1.7
Confused as to what is available 14.3 10.7 10.9
| don’t qualify for program services because | am a veteran 0.0 0.6 0.6
| don't qualify for program services for other reasons 7.2** 0.0** 0.4
Wasn't aware that small business programs existed 17.4 20.0 19.9
Other 7.4 4.0 4.2

Note: Respondents were allowed to select multiple response options. Thus, shares do not total 100.

* Chi-square for the difference in the means is significant at the 10 percent level or less and greater
than the 5 percent level.

** Chi-square for the difference in the means is significant at the 5 percent significance level or less.
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The data presented here have been excerpted from an Advocacy study pub-
lished in 2004. A wealth of additional information and source references help-
tul to those working on veteran entrepreneurship issues can be accessed in this
and other Advocacy-sponsored studies available. Statistical information on the
estimated number of veteran-owned firms is presented in Evaluating Veteran
Business Owner Data.?® The Census Bureau’s pending 2002 Survey of Business
Owners and Self~Employed Persons (SBO)* included questions on veteran
status and, for the first time, on whether responding veteran business owners
had a service-connected disability. When the SBO veteran data become avail-
able, they should provide a wealth of new information on veterans in business

and be a primary source on this subject for researchers and policymakers.

26 Ewvaluating Veteran Business Owner Data was prepared in 2004 by the Office of Advocacy in col-
laboration with Jack Faucett Associates, Eagle Eye Publishers, Waldman Associates, and REDA
International, Advocacy contractors and subcontractors. See Atzp://www.sba.gov/advo/research/rs244tot.
pdffor the complete study and summary.

27 For further information on the U.S. Census Bureaus 2002 Survey of Business Owners and Self-
Employed Persons (SBO), see http://www.census.gov/csd/sbo.
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A DISCOURSE on

TAX COMPLEXITY and
UNCERTAINTY and their EFFECTS
on SMALL BUSINESS

The complexity of the U.S. tax code and its uncertainty have each, on their
own, been studied and analyzed at length. This study attempts to link the
two concepts in order to clarify the proper fiscal climate for healthy small
business growth.

Public finance economists have traditionally concentrated on the tradeoff
between efficiency and equity in prescribing tax policy. The third leg of the
normative tax policy framework is most often overlooked: complexity and its
opposite, simplicity. An ideal tax system should balance the equity and efficiency
of taxes while being as simple as possible. Simplification of the tax code often
involves sacrificing equity, or at least perceived equity. The lack of emphasis on
simplicity in recent times has led to a bloated tax code where compliance costs

are now a significant portion of many taxpayers’ overall tax burden.

Uncertainty over future tax obligations also imposes costs on those covered by
the tax. It affects taxpayers’ planning horizons, and reduces both their optimal-
ity and feasibility. Taxpayers thus face uncertainty from two directions: tax
complexity and tax rates. Given that complexity raises compliance costs, tax-
payers then become uncertain as to the total future burden of taxes.

Research by Crain (2005) details the small business compliance burden of
income taxes. American small businesses in 2004 spent $1,304 per employee to
comply with federal income taxes, or almost two times as much per employee
as the average large business. One reason for the high per-employee cost to
small businesses is the level of complexity in the tax code. There is a sub-
stantial burden in paperwork and recordkeeping for any firm with a payroll,
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even before the first paycheck is cut. These setup costs are largely fixed, and
bigger firms are able to spread them over a greater number of employees than
smaller firms, reducing the average cost per employee. For small firms these
costs can be significant, and they increase with the complexity of the tax code.
Furthermore, because significant changes in the code from year to year entail
new fixed costs, uncertainty in the code can have a deterrent effect on small
firm hiring and investment. Clearly, complexity and uncertainty in the tax code
are important issues for small businesses in particular.

This discussion will focus on tax complexity and uncertainty within the
context of the U.S. federal income tax. Income tax simplification has been
a policy goal of the current administration as a part of an overall economic
plan. Examples include making the code easier to understand, reducing the
number of forms required for compliance, and reducing the number of deduc-
tions, loopholes, and programs and/or the complex qualifications for each. It
is worth emphasizing at the outset that simplification is not unambiguously
beneficial to all small businesses: if one were to unilaterally simplify the code,
some small businesses might face higher effective tax rates, and their overall
tax burden could increase, despite the fact that the code would then require
tewer forms and less time to comply. Simplification, in this vein, needs further
qualification. However, overall burdens will fall as compliance becomes simple
and unambiguous. Reduced complexity also has benefits through the reduc-

tion of future tax uncertainty.

The existing literature on tax complexity and tax uncertainty, or predictability,
tend to treat these two phenomena in isolation. The tax complexity literature
has focused on either straightforward compliance cost estimates that measure
the hours or dollars required to administer the income tax system, or on the
distortionary effects of complexity. The uncertainty literature has concentrated
on the distortionary effects of unpredictable changes in the tax code. Saade
(2002), for example, models the effects of uncertainty in the rules-versus-
discretion framework of Barro and Gordon (1981-1982). While they often
measure the same things under different names, none of these approaches
addresses the issue of how uncertainty and complexity are related. This paper

takes on that issue.

The concept of simplification as a normative goal is expanded here by tying it

to the concept of permanence to alleviate uncertainty. The goal is to specifically
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identify why complexity and uncertainty in the tax code are so interrelated
and to bridge the gap between analyses of these two issues in the economics

literature.

Uncertainty refers to the year-to-year stability of the tax code. While at first
blush complexity and uncertainty hardly seem related at all, the two are actu-
ally critically related, with uncertainty determined by complexity. That is to
say, increasing the simplicity of the tax code will, at the same time, decrease
uncertainty, carrying benefits forward. Even without a policy commitment to
permanent tax rules, reduced complexity would lead to clearer sets of possibili-
ties for changes in the tax code. Employing the rules-versus-discretion frame-
work of Saade (2002), lower complexity carries many of the same benefits that
a rules-based tax setting system would. Adding a rules-based system on top of a
simpler tax code would then further enhance the benefits, as rules permanence
is a complement to the uncertainty reduction of simplification. These reinforc-
ing effects provide a greater benefit to small businesses than increasing either
in isolation. The conduit for this joint effect is through the decision making
of small business owners: a simple and stable tax code has a greater impact on

reducing the excess burden of taxation than the sum of the parts.

The remainder of this paper is organized as follows: the next section discusses the
issue of tax complexity and lays out a very simple model for the concept of com-
plexity, which, it is hypothesized, is the foundation of uncertainty. The following
section illustrates uncertainty as it relates to and stems from complexity, and dem-
onstrates the simple, yet powerful interrelatedness of these concepts. In addition
the section looks at the normative issue of tax permanence in the familiar rules-

versus-discretion framework. The final section offers some concluding remarks.

Concerns about the complexity of the tax code are not new in American public
policy debates. Indeed, nearly as soon as the income tax was reinstated in 1913,
talk turned to the unnecessary complexity of the code. By 1926 Congress had
created the Joint Committee on Taxation to study the simplification of taxes.
Throughout the remainder of the twentieth century, periodic cries for tax
simplification became the norm. However, it is debatable whether any genuine

simplification ever took place. For instance, during the Reagan administration,
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a significant tax reform movement gained momentum, culminating with the
Tax Reform Act of 1986, which entailed some nominal simplifications but did

little to reduce actual compliance costs.!

Given the apparent concern about complexity in the public eye, it is useful
to investigate the question of whether the tax system really is complex, and
whether complexity has been increasing. Exactly what is meant by complex-
ity? A tax system is characterized by a few very simple parameters: first, what
is taxed, commonly called the tax base, including the number of different tax
bases; second, at what rate the base is taxed, and how many different rates are
assessed; third, what contingent provisions exist that modify the calculation of
either the tax base or the tax rate. For instance, in the U.S. income tax code,
income from wages and salaries, interest, and business income are all taxed at
the same rate, despite being different tax bases. Capital gains on asset transac-
tions are another tax base, and are taxed differently. Further, there are a number
of different tax rates in the federal code, with rates increasing on marginal
income across a number of brackets, in other words, a progressive income tax.
While the U.S. code is fairly simple with respect to the number of bases and
rates compared with many foreign codes, the number of deductions, exemp-
tions, credits, and other tax expenditure programs is rather large. Deductions
and exemptions modify the tax base, while credits reduce the actual tax bill.
To take advantage of most tax expenditure programs the taxpayer must do
a certain amount of recordkeeping and fill out appropriate paperwork to be
appended to the tax return. Both the number of restrictions on the various tax
expenditure programs as well as the burdens one incurs to avail oneself of con-
tribute to the observed complexity of the income tax code. Research sponsored
by the Office of Advocacy further highlights and supports the position that
this study takes.? Advocacy’s research was initially conducted to investigate
whether or not incorporated small businesses were taking advantage of tax
credits that were available to their form of corporate structure. Not surpris-
ingly, the researchers concluded that small firms were not as likely as their

larger counterparts to benefit from many expenditure programs.

1 Slemrod, 1992.

2 The Impact of Tax Expenditure Policies on Incorporated Small Businesses, Office of Advocacy, SBA, 2004,
available at www.sba.gov/advo/research/rs237tot. pdf.
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While a qualitative description of tax complexity is relatively straightforward,
it is difficult to describe a quantitative complexity metric. Perhaps this is why
compliance costs, an imperfect complexity metric, are so commonly accepted as
the relevant measure. The relationship between tax complexity and the paper-
work and recordkeeping burden of taxes is a well-documented one. Slemrod
(1992) equates tax complexity with the sum of compliance costs, which fall
on taxpayers, and administrative costs, which fall on the government. Using
this simple metric, it is possible to measure the compliance costs to American

taxpayers and relate this burden back to complexity.?

These cost calculations are direct and simply measure the opportunity cost of
engaging in tax compliance activities. It is largely assumed in this literature that
compliance costs accurately map tax complexity, which may be true for any given
year. However, technological innovations can drastically reduce compliance costs
over time even while the tax code remains largely intact. If the structure of the
tax has not changed, its complexity has not changed, even if the direct compli-
ance costs have declined.* Tax preparation software, for instance, has produced
massive time savings for many individual taxpayers and at the same time reduced
reporting and calculation errors that stem from complexity, even while the tax

code has arguably moved in the direction of greater complexity.

Tax complexity affects taxpayer behavior by constraining choices and changing
incentives for undertaking certain activities. Incentives change whenever there
are multiple tax bases and rates, as resources are shifted in response to relative
prices modified by effective tax rates. The same is true of complexities in obtain-
ing deductions and credits: in some cases the cost of availing oneself of relief

negates the incentive to engage in the said activity.® This facet of complexity will

3 On measuring compliance costs, see, for example, Slemrod and Sorum, 1984; Arthur D. Little, 1988:
Blumenthal and Slemrod, 1992; Slemrod, 1992.

4 Compliance cost estimates in burden hours will tend to fall over time as technology speeds data
processing by quickly combining records and performing calculations. The IRS must occasionally
resubmit Information Collection Requests (ICR) to the U.S. Office of Management and Budget
under the Paperwork Reduction Act for all of its tax forms. Each ICR must include current burden
hour estimates, and these will tend to be declining insofar as taxpayers are employing available tax
compliance technology.

5 For example, see the discussion of the home-office deduction in Home-Based Business and
Government Regulations. Office of Advocacy, 2004. The research is available at www.sba.gov/advo/
research/rs235tot. pdf.
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be juxtaposed here with uncertainty to show how the two concepts are related,
and how tax simplification carries greater benefits than a mere reduction in the

number of hours Americans spend filling out tax paperwork.

Equating complexity and compliance burden is an oversimplification, but for
lack of a better metric it must suffice to shed some light on the issue. Thus,
compliance burden estimates represent the most straightforward complexity
measure. In its most recent compliance burden study, the Tax Foundation esti-
mated that in 2002, it cost Americans $194 billion to comply with the federal
income tax code. Put another way, 5.8 billion hours were spent in compliance
activities. Businesses, with the most complex requirements by far, shouldered
52.5 percent of that total burden. However, many small business owners file
taxes as individuals, so the actual business share would be even greater if those
1040s were also included. The case for increasing complexity is supported by
the data: the 2002 burden marks a 70 percent increase over the 1995 bur-
den. Extending the analysis even further, between 1955 and 2001 the Internal
Revenue Code income tax provisions grew a staggering 478 percent, from

172,000 words to 995,000 words.® Crain employed the Tax Foundation’s bur-
den estimates to derive the costs of tax compliance to American businesses.”
In 2004 the average American business taxpayer spent $894 per employee on
tax compliance activities, but small employers (with fewer than 20 employees)

spent $1,304 per employee.

A broader concept of complexity will be used for the remainder of this paper,
in part because no one has devised a genuine complexity measure; However,
the paper will continue to highlight the importance of the main components of
complexity from the public finance literature. A broad definition of complexity
is taken from Heyndels and Smolders (1995), who discuss complexity within
the framework of fiscal illusion.® Edmiston, Mudd, and Valev (2003) adopt

6 Tax Foundation, “The Cost of Complying with the Federal Income Tax,” Special Report, July 2002,
No.114.

7 Crain, 2005.

8 Fiscal illusion is the distortion in government budgets caused by the inability of taxpayers to monitor
all aspects of taxes and expenditures. Tax complexity increases fiscal illusion by making the tax system
less transparent. Wagner (1976) introduces the measurement of fiscal illusion with concentration
indices from the industrial organization literature. Heyndels and Smolders (1995) find that complex-
ity increases fiscal illusion leading to larger government budgets.
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the Heyndels-Smolders framework and perform an empirical investigation in
which they measure the effects of tax complexity on foreign direct investment.
Their work also incorporates tax uncertainty and ascribes to it the same general
negative effect as complexity. The innovation here will be the development of a
simple model that shows how and why complexity and uncertainty are linked.
Previous work, such as that of Edmiston, Mudd, and Valev, merely relied on

the fact that both complexity and uncertainty carry costs.

In relatively unrestricted empirical models, major components of complexity
show positive results in regressions testing the theoretical effects of complexity.
However, they do not specify a causal relationship between complexity and its
costs. The authors here specify how the concepts are related and demonstrate

how increasing complexity also increases uncertainty.

Complexity and uncertainty are intertwined through the impact that complex-
ity has on the level of uncertainty. As suggested above, complexity in and of
itself is not terribly concerning; after all, it can be overcome with expert advice
and even technology, and its costs diminish over time provided the level of
complexity is constant, and most of the individual rules and components of the
tax code remain constant.

From an empirical standpoint, complexity is a difficult quantity to establish.
It is relatively trivial to list at least some of the features that make a tax code
complex: multiple and ill-defined tax bases, variable and numerous rates, com-
plex rules for deductions and exemptions, and many others. Furthermore it
is only somewhat more difficult to measure these complexity components
individually. It is another matter altogether to establish a single measure that
signifies a level of complexity by integrating all of these component variables.
No attempt is made to solve this conundrum here either; instead, a simple
proposal drives the results. The level of complexity is assumed to be monotoni-
cally increasing in all of the constituent parts that one could include under the
rubric of complexity if one were inclined to produce an exhaustive list. It is also

assumed for simplicity that complexity is a continuous function.” In order to

9 In actuality, it is likely that any mapping of the features of the tax code called complexity components
onto an integrated metric called complexity would 7oz be a continuous function. In fact, it is likely
to be a rather irregular step function. Nevertheless, the important factor is that it is a monotonically
increasing function in all its arguments, without respect to the actual functional form.
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demonstrate the connection between complexity and uncertainty it is not nec-
essary to be able to actually measure or specify complexity, only to simply state
that it is an integration of its constituent parts and possesses the quality of
increasing in them.

X=£(B,;,Z)

Where X is the complexity function, B is a vector of variables describing the tax
base(s), ris a vector describing the tax rate(s), and Z is a vector that describes the
other relevant features of the tax code, including deductions, exemptions, and
credits. Note that each argument is a vector of unspecified dimension exactly
because not all of the relevant arguments are known. The simple assumptions
lead to the fact that the relevant partial derivatives are positive:

dX/0B> 0; 0X/87> 0; 8X/dZ > 0.

Complexity, then, can be expressed as a single value whose magnitude indi-
cates the absolute level of complexity. Complexity in this sense is related
to costs, thus bridging the gap to the literature on compliance costs. In
the simple complexity function above, costs are assumed to be rising in
complexity monotonically. However, this complexity function is not equal
to the costs tracked by the compliance cost literature in any way. Measuring
compliance costs in that way would require intimate knowledge of the
tunctional forms of the complexity arguments, which are not speculated

upon here.

Complexity can increase dramatically by adding even a few additional wrin-
kles to the tax code. Because tax rates, bases, deductions, exemptions, and
other features of the tax code tend to vary not independently, but with one
another, the complexity function is not a simple additively separable func-
tion of the arguments. Again, although no attempt is made here to specify a
functional form, it is likely that the form of the complexity function is com-
binatorial and thus increasing rapidly with respect to its arguments as they
are interdependent. The result is that even small changes in a few complexity
variables, or the addition of new dimensions of complexity, can result in a
combinatorial explosion where complexity increases rapidly. Because small
business owners face higher compliance burdens than the average taxpayer,
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the complexity of their taxes may be much higher as well. If this is the case,
even moderate levels of complexity can carry significant cost burdens, and
can enhance uncertainty over future tax burdens and further raise costs to
taxpayers.

“While taxes may be certain, U.S. tax policy has certainly not been.”*® The
natural transition to this argument is that the variability of U.S. tax policy
unequivocally creates variability in the certainty of taxes.! The randomness
inherent in elections is linked to that existing in tax rates.'? In other words, the
inability to correctly predict what fiscal regime will prevail at the next election
cycle forces businesses to optimize looking backwards as opposed to forward,
hence the suboptimality of their endeavors. It is worth pointing out, at this
point, that this paper is not going to deal with the additional dimension of
uncertainty arising from intrinsic economic risk. In sum, where the expected
rate next period, t;, (E(t,)), based on all the information known to taxpay-
ers in the current period (L), is the realized rate next period (t,;) plus some
measure of uncertainty (), uncertainty is expressed in the range of possible
outcomes in the next period.

E(tg)lly =Tt + uy
Rearranging terms, the measure for uncertainty is:
g = E(tg)llo - Ty

As argued above, it is undeniable that the more complex the system is, the

more uncertainty there is. Thus, where X is complexity, and Var(u,) is the

10 Bizer and Judd, 1989.

11 As more fully argued in Saade (2002), the expectation of future tax obligations is the significant
variable in the decision to move forward. While the actual rate may coincide with the predicted rate,
ex ante, what matters is the belief that the expectation will be fulfilled, i.e., no uncertainty. With
uncertainty in the system, the setting of optimal plans becomes more costly and difficult.

12 Ibid.
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variance of the uncertainty term, uncertainty is a function of complexity and
can be expressed as follows:

Var(u,) = f(X) and 6 Var(x)/8X> 0

It is assumed that Var(u,) is symmetrical for any level of complexity. In
this setup, complexity is not allowed to affect expectation formation, but
is going to affect the probability of being wrong in the assessment for the
next period. Basically, complexity increases the possibility frontier for pol-
icy change by increasing the number of tax policy dimensions. In a simple
example, imagine the case of a flat tax where policy is defined solely by the
definition of the tax base and a single rate. While either of these variables
may change from one tax period to the next, taxpayers still have a fairly
easy time forming expectations because the number of possible changes and
combinations of changes is rather limited. Add further dimensions to the
tax code and the range of possible outcomes increases exponentially because
of the combinatorial possibilities from varying multiple dimensions at the
same time. Uncertainty will be dealt with more analytically below, but it
is helpful at this point to think of it as “noise” in the planning of business
activity. Complexity thus adds to the noise in business planning, further
increasing compliance costs.

The costs of uncertainty and complexity are considerable. Complexity carries
the cost of increased compliance burden, a cost well discussed and documented
in the economics and policy literature. Consider, however, the effect of com-
plexity on uncertainty and the considerable costs this entails. Assuming stan-
dard von Neuman-Morgenstern utility functions prevail for taxpayers, greater
uncertainty is costly even if the expected tax rate for these taxpayers remains
unchanged from what would prevail under a simpler tax regime. Taxpayers
will try to maximize expected utility, forming expectations about future utility
similarly to the way they form expectations for tax obligations. Because greater
complexity increases the variance in expected tax payments, it also increases

the variance in expected future after-tax income. If taxpayers are risk-averse,
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then diminishing marginal utility dictates that the possible downside loss in
utility from lower income is greater than any upside gain from higher income

when tax burdens are lower. Consider:

Utility

E(UHGH | _ _ _ _ _ _ _ _

E(U)*

E(U)Low

E(l)Low E(I)* E(HIGH After Tax Net Income

Expected utility is graphed against expected income, with utility taking the
standard functional form and exhibiting diminishing returns in income. E(I)*
is equidistant from E(I)HIGH and E(I)Low, and each income level translates
into the corresponding expected utility levels, E(U)*, E(U)HIGH and E(U)Low.
Now, if after-tax net expected income has variance with bounds indicated
by E(I)Low and E(I)HIGH, then the variance in expected utility is necessar-
ily greater than the variance in income because of the shape of the standard
utility curve. More to the point, taxpayers face greater potential disutility if
income is low (because taxes are high) than the utility gain they would receive
if income were high (because taxes were low). This is illustrated by the fact that
the distance E(U)* to E(U)HIGH is much smaller than the distance E(U)* to
E(U)Low. The result is that taxpayers are forced to hedge against the potential
downside risk, and therefore must incur costs from the uncertainty of the tax

regime. The costs of the uncertainty are a function of its magnitude, as mea-

sured by Var(u,).

While the costs of complexity and subsequently uncertainty hit all taxpay-
ers, they are especially burdensome to small business owners. As mentioned

previously, small business owners face the most complex tax burdens of any
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individual taxpayers. Applying the logic of this complexity and uncertainty
model, small business owners therefore also face much greater uncertainty in

their tax obligations.

The implications derived here suggest that the health of the small business
sector and the economy at large can be improved by well understood policies
that promote and implement simplicity or ease of compliance. Such suggestion
is in line with an Office of Advocacy study presented in 2002;" Saade pre-
sented a model that delineated the set of available policy choices, and showed
that the cost function hit its minimum under the rules regime. Saade further
proved that in the presence of discount rates, the rules equilibrium was only
reachable through the use of explicit constraints. These general findings are
relevant to the issues discussed here and applicable to the general suggestion

presented above.

This paper is an attempt to push forward the discussion on simplicity and
uncertainty. Although these concepts have been fleshed out elsewhere in the
literature, this analysis identified a need to link them. An argument was devel-
oped supporting a definition of complexity having an impact on uncertainty.
Further, during the process of expectation formation, complexity affects the
probability of making the right guess. In line with research previously done
by Advocacy economists, this study not only reinforces the conclusion that
policies that promote ease of compliance while reducing uncertainty are more
conducive to economic growth, but also provides support to the general notion
that a well understood and predictable environment in which simple and stable

rules are the norm is indeed optimal for small business success.

13 See Supra note 11.
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The REGULATORY
FLEXIBILITY ACT: HISTORY
and CURRENT STATUS of RFA
IMPLEMENTATION

The Regulatory Flexibility Act (RFA), enacted in 1980, requires federal agencies
to determine the impact of their rules on small entities, consider alternatives that
minimize small entity impacts, and make their analyses available for public com-
ment. In August 2002, President Bush signed Executive Order 13272, providing
a renewed incentive for agencies to improve their compliance with the RFA and

give proper consideration to small entities in the agency rulemaking process.

Throughout 2004, the Office of Advocacy (Advocacy), charged with ensuring
agency compliance with the RFA, continued its efforts to represent small enti-
ties before regulatory agencies, lawmakers, and policymakers. The office worked
closely with small entities and their representatives to identify and comment on
agency rules that would affect their interests.

Advocacy focused on the issues most important to small entities, significantly reduc-
ing regulatory burdens and producing substantial cost savings. In fiscal year 2004,
the Office of Advocacy helped small businesses achieve more than $17 billion in
regulatory cost savings and more than $2 billion in recurring annual savings.

History of the RFA
Before Congress enacted the Regulatory Flexibility Act' in 1980, federal agen-

cies did not, in the rulemaking process, recognize the pivotal role of small

1 The Regulatory Flexibility Act, Pub. L. 96-354, 94 Stat. 1164 (codified at 5 U.S.C. § 601 et seq.),
became law on September 19, 1980. The full law as amended appears as Appendix A of this report.
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business in an efficient marketplace, nor did they consider the possibility that
agency regulations could put small businesses at a competitive disadvantage
with large businesses or even constitute a complete barrier to small business
market entry. Similarly, agencies did not appreciate that small businesses were
restricted in their ability to spread costs over output because of their lower
production levels. As a result, when agencies implemented “one-size-fits-all”
regulations, small businesses were placed at a competitive disadvantage with
respect to their larger competitors.

The problem was exacerbated by the fact that small businesses were also disadvan-
taged by larger businesses’ ability to influence final decisions on regulations. Large
businesses had more resources and could afford to hire staff to monitor proposed
regulations to ensure effective input in the regulatory process. As a result, consum-

ers and competition were undercut, while larger companies were rewarded.

Over the past 25 years, U.S. presidents have taken leadership positions in stand-
ing up for small business. In 1980, when the first White House Conference
on Small Business was held, small business delegates told the president and
Congress that they needed relief from the unfair burdens of federal regula-
tion. President Jimmy Carter listened when small businesses explained that the
burden of federal agency regulations often fell hardest on them. They asserted
that “one-size-fits-all” regulations, although easier to design and enforce, dis-
proportionately affected small businesses. This led the federal government to
recognize the different impacts of regulations on firms of different sizes and
the disparity between large and small firms in the level of input in the regula-
tory process. In 1980, Congress and the president enacted the RFA to alter
how agencies craft regulatory solutions to problems and to change the “one-
size-fits-all” approach to regulatory policy.?

In 1993, President Bill Clinton issued Executive Order 12866, which required

federal agencies to determine whether a regulatory action was “significant” and

therefore subject to review by the Office of Management and Budget (OMB)

2 Congress agreed with small businesses when it specifically found in the preamble to the RFA that “laws
and regulations designed for application to large-scale entities have been applied uniformly to small
[entities,...] even though the problems that gave rise to the government action may not have been
caused by those small entities.” As a result, Congress found that these regulations have “imposed unnec-
essary and disproportionately burdensome demands” upon small businesses with limited resources,
which, in turn, has “adversely affected competition.” Findings and Purposes, Pub. L. No. 96-354.
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and the analytical requirements of the executive order. In September 2003,
OMB issued Circular A-4, which provides guidance to federal agencies for
preparing regulatory analyses of economically significant regulatory actions

under Executive Order 12866.3

In 1996, Congress and the president strengthened the RFA by enacting the
Small Business Regulatory Enforcement Fairness Act (SBREFA).* SBREFA
amended the RFA to allow a small business, appealing from an agency final
action, to seek judicial review of an agency’s compliance with the RFA. Not
surprisingly, this change has encouraged some agencies to increase their com-
pliance with the requirements of the RFA.

In 2002, President George W. Bush signed Executive Order 13272, titled
“Proper Consideration of Small Entities in Agency Rulemaking.” The E.O.
requires agencies to place emphasis on the consideration of potential impacts
on small entities when promulgating regulations in compliance with the RFA.
Advocacy is required to provide the agencies with information and training on
how to comply with the RFA and must report to OMB annually on agency
compliance with the E.O. By signing this executive order, the president pro-
vided the small business community with another important tool to ensure

that federal regulatory agencies comply with the RFA.
Analysis Required by the RFA

The RFA requires each federal agency to review its proposed and final rules to
determine if the rules will have a “significant economic impact on a substantial
number of small entities.” Section 601 of the RFA defines small entities to
include small businesses, small organizations, and small governmental juris-
dictions. Unless the head of the agency can certify that a proposed rule is not
expected to have a significant economic impact on a substantial number of

small entities,’ an initial regulatory flexibility analysis (IRFA) must be pre-

3 See the Advocacy website at www.sba.gov/advo/laws/sum_eo.html for a summary of Executive Order
12866; for more detail, visit, hztp.//www.whitehouse.gov/omb/circulars/a004/a-4.pdf. The circular
replaces the January 1996 “best practices” and the 2000 guidance documents on Executive Order
12866.

4 Pub.L.No.. 96-354, 94 Stat. 1164 (1980) (codified at 5 U.S.C. §§ 601-612) amended by Subtitle II of the
Contract with America Advancement Act, Pub. L. 104-121, 110 Stat. 857 (1996), 5 U.S.C. § 612(a).
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pared and published in the Federal Register for public comment.® This initial
analysis must describe the impact of the proposed rule on small entities. It
must also contain a comparative analysis of alternatives to the proposed rule
that would minimize the impact on small entities and document their com-

parative effectiveness in achieving the regulatory purpose.

When an agency issues a final rule, it must prepare a final regulatory flexibility
analysis (FRFA) unless the agency head certifies that the rule will not have a
significant economic impact on a substantial number of small entities and pro-
vides a statement containing the factual basis for the certification.” The RFA
is built on the premise that when an agency undertakes a careful analysis of its
proposed regulations with sufficient small business input, the agency can and
will identify the economic impact on small businesses. Once an agency identi-
fies the impact a rule will have on small businesses, the agency is expected to
analyze alternative measures to reduce or eliminate the disproportionate small
business burden without compromising public policy objectives. The RFA
does not require special treatment or regulatory exemptions for small business,
but mandates an analytical process for determining how best to achieve public

policy objectives without unduly burdening small businesses.

The Small Business Regulatory Enforcement
Fairness Act of 1996

The Small Business Regulatory Enforcement Fairness Act amended the RFA
in several critical respects. First, the SBREFA amendments to the RFA were
specifically designed to ensure meaningful small business input during the ear-
liest stages of the regulatory development process.

5 5U.S.C.§605 (b). If a regulation is found not to have a significant economic impact on a substantial
number of small entities, the head of an agency may certify to that effect, but must provide a factual
basis for this determination. This certification must be published with the proposed rule or at the
time of publication of the final rule in the Federal Register and is subject to public comment in order
to ensure that the certification is warranted.

6 5U.S.C.§603.

7 5US.C.§604.
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Most significantly, SBREFA authorized judicial review of agency compliance
with the RFA, and strengthened the authority of the chief counsel for advo-

cacy to file amicus curiae briefs in regulatory appeals brought by small entities.

SBREFA also added a new provision to the RFA requiring the Environmental
Protection Agency (EPA) and the Occupational Safety and Health
Administration (OSHA) to convene small business advocacy review panels
(SBREFA panels) to review regulatory proposals that may have a significant
economic impact on a substantial number of small entities. The purpose of
a SBREFA panel is to ensure small business participation in the rulemaking
process, to solicit comments, and to discuss less burdensome alternatives to
the regulatory proposal. Included on the SBREFA panel are representatives
from the rulemaking agency, the Office of Management and Budget’s Office
of Information and Regulatory Affairs (OIRA), and the chief counsel for
advocacy. The Office of Advocacy assists the rulemaking agency in identifying
small entity representatives from affected industries, who provide advice and
comments to the SBREFA panel on the potential impacts of the proposal.
Finally, the panel must develop a report on its findings and submit the report
to the head of the agency within 60 days.

Additionally, SBREFA amended the RFA to bring certain interpretative rule-
makings of the Internal Revenue Service (IRS) within the scope of the RFA.
The law now applies to those IRS rules—including those that would normally
be exempt from the RFA as interpretative—published in the Federal Register
that impose a “collection of information” requirement on small entities.?
Congress took care to define the term “collection of information” as identical
to the term used in the Paperwork Reduction Act, which means that a collec-
tion of information includes any reporting or recordkeeping requirement for

more than nine people.

8 5U.S.C.§601(b)(1)(a).
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Executive Order 13272

On August 13,2002, President George W. Bush signed Executive Order 13272,
titled “Proper Consideration of Small Entities in Agency Rulemaking.” The
E.O. strengthened the Office of Advocacy by enhancing its relationship with
OIRA and directing agencies to work closely with the Office of Advocacy to
properly consider the impact of their regulations on small entities.

The E.O. first required federal regulatory agencies to establish written proce-
dures and policies on how they intend to measure the impact of their regulatory
proposals on small entities, and vet those policies with the Office of Advocacy
before publishing them.!® Second, the agencies must notify the Office of
Advocacy of draft rules expected to have a significant economic impact on a
substantial number of small entities under the RFA.! Third, agencies must
consider the Office of Advocacy’s written comments on proposed rules and
publish a response to those comments with the final rule.!* The Office of
Advocacy, in turn, must provide periodic notification, as well as training, to all
federal regulatory agencies on how to comply with the RFA."? These prelimi-
nary steps set the stage for agencies to work closely with the Office of Advocacy
and properly consider the impact of their regulations on small entities.

Byindependently representing the views of small business, the Office of Advocacy
is an effective voice for small business before Congress and federal regulatory

9 Exec. Order No. 13272, 67 Fed. Reg. 53461 (Aug. 16, 2002), available on the Office of Advocacy
website at Aztp//fwww.sba.gov/advo/laws/e013272.pdf. The full executive order is reprinted in this
report in Appendix B.

10 Id. at § 3(a).

11 Id. at § 3(b). Under the Regulatory Flexibility Act (RFA), an agency must determine if a rule, if
promulgated, will have a “significant economic impact on a substantial number of small entities.” If
the head of the agency certifies the rule will not have such an impact, further analysis under the RFA
is not needed. If, however, the agency cannot certify the rule, the agency must perform regulatory
flexibility analysis under the RFA. (5 U.S.C. § 603-605).

12 1Id. at § 3(c).
13 1d. at § 2 (a)—(b).
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agencies. Since its creation in 1976, the Office of Advocacy has pursued its
mission of creating research products that help lawmakers understand the con-
tribution of small businesses to the U.S. economy. Since enactment of the
RFA in 1980, Advocacy’s regulatory experts have monitored federal agency
compliance with the law and worked to persuade federal agencies to consider
the impact of their rules on small businesses before the rules go into effect.
In 2003, the Office of Advocacy added a new component: reducing regula-
tory burdens for small businesses at the state level. The Office of Advocacy’s
regional advocates promoted state model legislation based on Advocacy’s

experience with the federal RFA and E.O. 13272.

Executive Order 13272 Requirements

With the new E.O., some agencies are increasingly recognizing the impor-
tance of small business to the nation’s economy and the benefit of considering
the impacts of their rulemakings on small entities. Those agencies trying to
comply with the requirements of the E.O. are coming to Advocacy earlier in
the rule development process, resulting in earlier consideration of small busi-

ness impacts of draft regulations.

Section 3(a) of the E.O requires agencies to issue written procedures and
policies to ensure that their regulations consider the potential impact on small
entities and make them publicly available.

Section 3(b) of E.O. 13272 requires agencies to notify Advocacy of any draft
rules that may have a significant economic impact on a substantial number of
small entities under the RFA. Such notifications are to be made (i) when the
agency submits a draft rule to OIRA under Executive Order 12866, or (ii) if
no submission to OIRA is required, at a reasonable time prior to publication of
the rule by the agency. To make it easier for agencies to comply electronically
with the notice requirements of the E.O. and the RFA, Advocacy established

an email address, notify.advocacy@sba.gov.

Section 3(c) of E.O. 13272 requires agencies to give every appropriate consid-
eration to Advocacy’s comments on a proposed rule. In the final rule published
in the Federal Register, an agency must respond to any written comments sub-
mitted by Advocacy on the proposed rule.
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RFA Training under E.O. 13272

Executive Order 13272 requires Advocacy to train regulatory agencies on how
to comply with the RFA and the E.O. Advocacy identified 66 departments,
agencies, and independent commissions that promulgate regulations affect-
ing small business. By training approximately 25 agencies each year, Advocacy

hopes to complete training of all 66 agencies before FY 2008.

The government-wide rollout of the RFA training began in October 2003.
Since that time, Advocacy has trained more than 40 federal agencies in how
to comply with the RFA and the E.O. Agencies that have participated in the
rigorous half-day training are more aware of their compliance responsibilities
under the RFA and the E.O. Increasingly, agency staft are willing to share draft
rules and other important information with Advocacy. Such pre-decisional
interagency information is kept confidential. This process enables Advocacy to
better assist the agencies in assessing the small business impacts of their draft
rules. Moreover, a large part of the training is laying the foundation for pro-
ductive relationships between Advocacy and the regulatory agencies. For those
agencies willing to take advantage of Advocacy’s expertise, knowing where to
go for assistance on RFA issues is vital.

Advocacy is in the process of developing the next phase of its RFA training
program. The office is working with an outside contractor to create an online
computer-based RFA training module. The online training will be useful for
both new agency employees and as a review for existing employees. It is not
intended to replace the initial face-to-face training.

Advocacy remains optimistic that small businesses will begin to realize the
benefits of E.O. 13272 when agencies adjust their regulatory development
processes to accommodate the requirements of the RFA and the E.O. As more
agencies work with the Office of Advocacy earlier in the rule development
process and give small entity impacts appropriate consideration, regulations
should show more sensitivity to small business considerations. The E.O. is an
important tool designed to guarantee small businesses a seat at the table where
regulatory decisions are made. Advocacy will continue working closely with all

tederal regulatory agencies to train them on the RFA and increase compliance

with both the RFA and E.O. 13272.
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RFA and SBREFA Implementation

Advocacy promotes agency compliance with the RFA in several ways. Advocacy
staff members regularly review proposed regulations and work closely with
small entities, trade associations, and federal regulatory contacts to identify
areas of concern, then work to ensure that the RFA’s requirements are fulfilled

(see, for example, Charts 7.1 and 7.2).

Early intervention by the Office of Advocacy has helped federal agencies
develop a greater appreciation of the role small business plays in the economy
and the rationale for ensuring that regulations do not unduly stifle entrepre-
neurial growth. The Office of Advocacy continues to provide economic data,
whenever possible, to help agencies identify industrial sectors dominated by
small firms. Statistics show regulators why rules should be written to fit the
unique characteristics of small businesses if public policy objectives will not
otherwise be compromised. Advocacy makes statistics available on its Internet
website and maintains information on trade associations that can be helpful to

tederal agencies seeking input from small businesses.

The Office of Advocacy also promotes agency compliance with the RFA
through its collaboration with a network of small business representatives.
Advocacy staff regularly meet with small businesses and their trade associations
regarding federal agency responsibilities under the RFA, factors to be addressed
in agency economic analyses, and the judicial review provision enacted in the
SBREFA amendments. Roundtable meetings with small businesses and trade
associations focus on specific regulations and issues, such as procurement
reform, environmental regulations, and industrial safety. Advocacy also plays a
key role as a participant in the SBREFA panels convened to review EPA and
OSHA rules.

As regulatory proposals and final rules are developed, the Office of Advocacy
is involved through pre-proposal consultation, interagency review under E.O.
12866, formal comment letters and informal comments to the agency, con-
gressional testimony and amicus curiae (friend of the court) briefs. In 2004,
Advocacy submitted a notice of intent to file an amicus curiae brief in a liti-
gation proceeding involving the FCC’s memorandum opinion and order on
local number portability. Ultimately, the notice of intent was withdrawn, as
Advocacy and the FCC were able to reach a settlement agreement.
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Chart 7.1 Advocacy Comments, by Key RFA Compliance Issue, FY 2004 (percent)

Improper
certification
71%

Significant alternatives
not considered

28.1% Small entity
outreach needed

19.3%

Inadequate analysis
of small entity impacts
28.1%

Inadequate or
missing IRFA
17.6%

Throughout Fiscal Year 2004, the Office of Advocacy advised many agencies on how to comply with
the RFA. Chart 1 illustrates the key concerns raised by Advocacy’s comment letters and pre-publication
review of draft rules. The chart highlights areas for improved compliance based on Advocacy’s analysis
of its FY 2004 comment letters and other regulatory interventions summarized in this report.

Chart 7.2 Advocacy Comments and Regulatory Interventions by Agency,
FY 2004 (percent)
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Chart 2 identifies agencies that were the focus of Advocacy'’s letters and regulatory interventions dur-
ing Fiscal Year 2004. With the volume of rulemakings in progress each year, Advocacy cannot review
every rule for RFA compliance. Instead, Advocacy takes its direction from small businesses, focusing
its regulatory interventions on rulemakings identified by small businesses as a priority. This chart sim-
ply illustrates the distribution of Advocacy’s comment letters and other regulatory interventions across
agencies and may not reflect the agencies’ overall RFA compliance records.
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D.C. Circuit Court Orders FCC To Consider
Small Business Regulatory Impact

On March 11, 2005, the U.S. Court of Appeals for the D.C. Circuit issued
a ruling that strengthened the RFA and provided needed relief to small busi-
nesses. In U.S. Telecom Assoc. and CenturyTel, Inc. v. FCC, the court found that
the RFA applies to a rule issued by the Federal Communications Commission
(FCC) concerning wireless number portability, requiring the transfer of a tele-
phone number from one carrier to another at a customer’s request. The court
sent the rule back to the agency with instructions to conduct a regulatory flex-
ibility analysis. The court’s decision delayed enforcement of the FCC rule on
small businesses until the agency finished the regulatory flexibility analysis.

“This is a landmark decision for the RFA and a victory for small business.
The court clearly ruled that federal agencies must follow the RFA, listen to
the voice of small business, and consider alternatives that lessen the impact on
small business before issuing a final rule,” Chief Counsel for Advocacy Thomas
M. Sullivan said. This case is significant for three reasons. First, it reaffirms the
importance of the RFA in agency rulemaking. Second, the decision was made
by the D.C. Circuit, which is the appellate court most likely to hear appeals
from federal agency rulemakings. Third, the FCC embraced the ruling as an
opportunity to accommodate small business concerns.

The FCC had adopted the rule in response to a petition by the Cellular
Telecommunications and Internet Association (CTIA). CTIA asked the FCC
to require wireline carriers to transfer telephone numbers to wireless carriers
whose service area overlapped a wireline carrier’s rate center, even when no
point of interconnection between the two networks existed. On November 10,
2003, the FCC granted CTIA’s petition, stating that the order “clarified” an
earlier final rule, hence it was not a legislative rulemaking requiring notice and
comment under the Administrative Procedure Act. The FCC did not conduct
an RFA analysis of either CTIAs petition or of the resulting final rule.

Two small business organizations that represent small and rural wireline carri-
ers—the National Telephone Cooperative Association (NTCA) and the
Organization for the Promotion and Advancement of Small Telecommuni-
cations Companies (OPASTCO)—challenged the order on December 15,
2003, on the grounds that it violated the RFA. The two groups charged that
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the rule would cost their small business members an estimated $76,000 per
telecom carrier in initial costs and $46,000 in annual recurring costs.

On February 13, 2004, the Office of Advocacy filed a notice of intent with
the U.S. Court of Appeals for the D.C. Circuit that it was preparing to file
an amicus curiae brief in support of the challenge by OPASTCO and NTCA.
On June 10, 2004, Advocacy and the FCC reached a settlement. Advocacy
withdrew its intent to file, and FCC Chairman Michael Powell issued a letter
to state regulators, urging them to consider the burdens of the local number

portability requirement on small rural carriers if they petitioned for relief.

The settlement between Advocacy and the FCC did not keep the case from
going forward, and on March 11, 2005, the U.S. Court of Appeals for the
D.C. Circuit issued a decision that concluded that the FCC failed to comply
with the RFA’s requirement to prepare a final regulatory flexibility analysis
regarding the order’s impact on small entities. The court remanded the order
to the FCC to prepare the analysis. It also stayed the effect of the order as
it applies to those carriers that qualify as small entities under the RFA. The
court’s ruling is online at www.cadc.uscourts.gov/internet/internet. nsf.

Model Legislation for the States

A vibrant and growing small business sector is critical to creating jobs in
a dynamic economy. While there are federal measures in place to reduce regu-
latory burdens on small businesses, the need does not stop at the federal level.
More than 93 percent of businesses in every state are small businesses, which
bear a disproportionate share of regulatory costs and burdens.

The U.S. Small Business Administration’s Office of Advocacy recognized that,
like the federal government, state and local governments can be a source of
burdensome and costly regulations on small businesses. Advocacy presented
state model legislation, patterned after the federal Regulatory Flexibility Act,
to improve the state regulatory climate for small business. Under this legisla-

tion, agencies are required to analyze the economic impact of a proposed rule
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on small business and determine whether alternative regulatory approaches are

available without compromising the agency’s objective.™

In FY 2004, Advocacy’s regional advocates focused on educating governors,
state officials, state legislators, and small business representatives about the
need to change the regulatory and enforcement culture of state agencies to
make them aware of small business concerns. As a result of Advocacy’s efforts
and the support of state legislators and policymakers, 17 states introduced reg-
ulatory flexibility legislation and seven states signed regulatory flexibility leg-
islation into law. These seven states include Connecticut, Kentucky, Missouri,
South Carolina, South Dakota, Rhode Island and Wisconsin (see Table 7.1 for
the status of state RFA legislation as of August 2005).

In 2002, the Wisconsin Department of Commerce started the process of
improving the regulatory climate for small entities in Wisconsin by organizing
a task force on small business regulatory reform. The task force included small
business owners and trade association representatives from various industries
who were responsible for identifying issues, barriers, and concerns affecting
Wisconsin’s small entities. The group submitted a number of recommenda-
tions to reduce the negative impact of regulations on small businesses while
increasing the level of regulatory compliance. Subsequently, legislators in the
Wisconsin State Senate and Assembly incorporated the task force’s recom-
mendations into Senate Bill 100, which gained bipartisan support and was
passed in March 2004. The law affects both state agencies and the small busi-
ness community by changing the agency rulemaking and implementation
process. Among other things, the law significantly strengthened Wisconsin’s
Regulatory Flexibility Act, appointed small business regulatory coordinators

in each agency, and created a Small Business Regulatory Review Board.

Once enacted, implementing regulatory flexibility law becomes an important
next step. A common misconception among policymakers and agencies is that
requiring agencies to prepare a small business economic impact statement
and regulatory flexibility analysis imposes an overwhelming amount of time
and paperwork. However, a few states have created a simple and efficient cost

analysis questionnaire for agencies. In 2004, South Dakota passed legislation

14 A complete copy of the model legislation can be found on Advocacy’s webpage at
www.sba.gov/advo/laws/law_modeleg. html.
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Table 7.1 (Continued)

-
~
©

Legislation

Regulatory
Flexibility
Analysis

Economic

Impact

Small

Introduced in

2005

Judicial

Periodic
Review

Business
Definition

Exemptions

Review

Analysis

Citation

State

Vt. Stat. 3-801 3-838(c) 3-832a 834 3-807! 3-816 None.
T.3

Vermont

3-832

3-838(c)(3)

Ch. 25

None. None. None. None. None. None. None.

None.

Virgin Islands

HB 1948
SB 1122
in effect

2.2-4027 2.2-4002
2.2-4006

2.2-4007(H) 2.2.4007.1(B)  2.2-4007.1

2.2-4007.1(A)

Va. Code
T 22

Virginia

Ch. 40

Wash. Rev. 19.85.020 19.85.030 19.85.030 34.05.630 34.05.570" 19.85.025 HB 1445
19.85.040 34.05.030

Code

Washington

T.19, Ch. 85
T.34,Ch.5
W. Va. Code

Ch. 29A

EO1™2 EO EO 29A-4-21 29A-1-3 None.

None.

West Virginia

227.114(2) 227.30 227401 227.24 /A3

227.19(3)(e)

227.114(1)

Wis. Stat. Ch.

27

Wisconsin

227.19(3)(e)

None.

None.

16-3-103(b)

16-3-11415

None.

Wyo. Stat. None. None.

Wyoming

T.16,Ch. 3

Note: All section numbers in columns 3 through 8 refer to the law cited in column 2, except as noted otherwise.

11 Virginia passed its regulatory flexibility bill in the 2005 legislative session and it is currently effective. The bill added all of the key components of Advocacy’s model

legislation to current Virginia administrative procedure laws.

12 Governor Wise signed Executive Order No. 20-03 in 2003, which included a small business specific economic impact statement, regulatory flexibility analysis,

and periodic review of existing regulations.

requiring agencies promulgating rules under its Administrative Procedures
Act to prepare a statement of the rule’s economic impact on small business.
Subsequently it has created a one-page Small Business Impact Form to assist
agencies in the analysis.”® Agencies are asked eight questions about the impact
of the rule on small entities and are reminded only to use “readily available
information and existing resources.” This simple form assists agencies in com-
plying with the law without requiring them to expend a burdensome amount
of additional time and resources.

Also to aid agencies in developing small-business-friendly regulations, many
states’ regulatory flexibility laws create a small business rules review committee.
Working closely with agencies, these committees encourage open communica-
tion and strengthen relationships between small businesses and state agen-
cies. In 2004, the Kentucky legislature passed the Kentucky Small Business
and Government Regulatory Fairness Act of 2004, which strengthened the
authority of the Commission on Small Business Advocacy. Located within
the Kentucky Commerce Cabinet, the commission consists of board members
representing a variety of small business sectors and government agencies. Its
purpose is to review proposed agency regulations with economic impacts on
small business and to submit comments, which agencies must consider. These
rule review committees have proven to be a valuable voice for small entities
early in the agency rulemaking process, an important check on agency rule-

making, and a good source of advice for state agencies.

While enacting regulatory flexibility is important, the value of the law cannot
be realized unless small businesses are aware of proposed rules and can become
actively involved in the rulemaking process. Therefore, various state chambers
of commerce and other groups that monitor legislation post proposed rules on
the Internet to make small business owners aware and encourage comments. In
2004, Rhode Island passed small business regulatory flexibility legislation and
subsequently the Rhode Island Economic Development Corporation created
a centralized website on agency proposed rules.’® Small business owners can
search the website by agency name or by keyword and view the proposed rule
as well as information about the public comment period and hearing dates.

15 See http://legis.state.sd.us/rules/index.cfm?FuseAction=Manual.

16  See http://www.rules.state.ri.us/rules.
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The Colorado Department of Regulatory Agencies has also created a web
service for small entities.!” Through free email regulatory notices, small busi-
nesses are able to keep abreast of proposed rules and are provided an opportu-
nity to comment on rules affecting their businesses.

Small businesses are integral to a healthy and growing economy. The Office
of Advocacy continues to build on state and federal RFA successes to urge
state legislators and policymakers to enact new legislation or amend current
statutes. By proactively addressing regulatory concerns, small businesses will
be protected from regulations that require them to bear disproportionate costs
and burdens. Giving small employers a voice early in the process is a key to
reducing the negative impact of regulations on small businesses, increasing the
level of regulatory compliance and passing on cost savings to state economies.

In FY 2004, the Office of Advocacy continued to work closely with federal
regulatory agencies to reduce regulatory burdens on small entities. The U.S.
Court of Appeals for the Washington, D.C., Circuit reaffirmed the importance
of agency compliance with the RFA, and seven states signed regulatory flex-
ibility legislation into law. In FY 2004, more agencies approached Advocacy
requesting RFA training or seeking advice early in the rulemaking process
and overall, 17 states introduced regulatory flexibility legislation. Small entities
are increasingly recognizing that working with Advocacy; with state advocacy
commissions, boards, and task forces; and directly with federal and state agen-
cies can help improve the regulatory environment. The progress made in FY
2004 suggests that states, small entities, and agencies are beginning to fully

appreciate the value and importance of regulatory flexibility.

17 See http://legis.state.sd.us/rules/index.cfm?Fuse Action=Manual.
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Abbreviations

CTIA
DOC
DOD
DOL
DOT
E.O.
EPA
FCC
FDIC
FRS
FTC
HHS
IRS
NTCA
occC
OIRA
OMB
OPASTCO

OSHA
OTS
PL.

RFA
SBA
SBREFA
U.S.C

Cellular Telecommunications and Internet Association

Department of Commerce

Department of Defense

Department of Labor

Department of Transportation

Executive Order

Environmental Protection Agency

Federal Communications Commission
Federal Deposit Insurance Corporation
Federal Reserve System

Federal Trade Commission

Department of Health and Human Services
Internal Revenue Service
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SMALL FIRMS: Why MARKET-
DRIVEN INNOVATION CAN’'T
GET ALONG Without THEM

William Baumol" has provided striking evidence indicating that private innovative
activity has been divided by market forces between small firms and large, with each
tending to specialize in a different part of the task.? Even though the preponder-
ance of private expenditure on research and development (R&D) is provided by
the giant business enterprises, a critical share of the innovative breakthroughs of
recent centuries has been contributed by firms of very modest size. These radical
inventions then have been sold, leased or otherwise put into the hands of the giant
companies, which have then proceeded to develop them—adding capacity, reli-
ability, user friendliness and marketability more generally—to turn them into the
novel consumer products that have transformed the way Americans live. Baumol
has referred to this division of labor as the “David-Goliath partnership,” the value

of whose combined products clearly exceed the sum of the parts.

To the extent that the facts confirm this characterization, it is evident that the
small enterprises have made and continue to make a critical contribution to the
market economies’ unprecedented growth and innovation accomplishments.
Without breakthroughs such as the airplane, FM radio, and the personal com-
puter, all introduced by small firms, life in the industrialized economies would
be very different today. Moreover, without these breakthrough inventions to
build upon, the big companies would be confined to a much more restricted
body of ideas to which to devote their development activities.

In recounting these broadly accurate tendencies, the author was not previously
able to provide a tenable explanation. This left open the possibility that the

observed division of labor was merely a historical happenstance, an accidental

1 This chapter was prepared under contract with the Office of Advocacy by William J. Baumol, who
expresses appreciation to Dr. Ying Lowrey of the U.S. Small Business Administration.

2 Baumol, 2002.
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development. If that were so, it could imply that the breakthroughs were not
necessarily something only the small firms could have provided. Then they
would not have been indispensable players of that role and the oligopolies
might just as easily have taken their place.

This paper seeks to show that the division of innovative labor is no accident.
It is the market mechanism that assigns each type of firm to its differentiated
job. It is the market mechanism that assigns the search for radical inventions
to the small enterprises and their subsequent development to the large. The
author describes how the market does so, and how it prevents either group
from a massive invasion of the other’s terrain. If, as the evidence indicates,?
the free market is of critical importance for America’s unparalleled flood of
innovation, and if widely and rapidly adapted innovation is the primary key to
that growth, then it will follow from the analysis that small firms are indeed
indispensable components of the process and that rapid and sustained growth

cannot get along without them.

First, Baumol reviews some of the evidence indicating that such a division is

indeed a reality.

Radical Invention and Incremental Improvements:

The Role of Small Firms

For ease of thinking, it is convenient to divide up inventions into two polar
categories: revolutionary breakthroughs and cumulative incremental improve-
ments. Of course, many new products and processes fall into neither extreme
category, but are somewhere in between. Still, it will become clear that the
distinction is useful. Moreover, there are many examples that clearly fit into
one of these categories or the other quite easily. For instance, the electric light,
alternating electric current, the internal combustion engine, and a host of
other advances must surely be deemed revolutionary, while successive models

of washing machines and refrigerators—with each new model a bit longer

3 See Baumol, 2002b.
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lasting, a bit less susceptible to breakdown, and a bit easier to use—constitute

a sequence of incremental improvements.

The relevance of the distinction should be evident, given the fact that the work-
ing and organization of R&D in the large business enterprise tends characteris-
tically to be bureaucratic, with management deciding the R&D budget, staffing,
and even the projects to which the R&D division should be devoting its efforts.
The inherent conservatism of the process naturally leads to the expectation that
these firms will tend to specialize in the incremental improvements and tend to
avoid the risks of the unknown that the revolutionary breakthrough entails. The
latter, rather, is left most often to small or newly founded enterprises, guided
by their enterprising entrepreneurs. Though that is to be expected, the degree
of asymmetry in the apportionment of this specialized activity between large
and small firms in reality is striking. The U.S. Small Business Administration
Office of Advocacy has prepared a chart listing breakthrough innovations of the
twentieth century for which small firms are responsible (7able 8.1), and as will
be seen, its menu of inventions literally spans the range from A to Z, from the
airplane to the zipper. This remarkable list includes a strikingly substantial share
of the technical breakthroughs of the twentieth century. Besides the airplane, it
lists FM radio, the helicopter, the personal computer, and the pacemaker, among
a host of others, many of enormous significance for the U.S. economy.

A more recent study, also sponsored by the U.S. Small Business Administration’s
Office of Advocacy, provides more systematic and powerful evidence to similar
effect.* The report examines technical change through patenting and it defines
small firms as “businesses with fewer than 500 employees.” Perhaps most nota-
bly, the study finds that “...a small firm patent is more likely than a large firm
patent to be among the top 1 percent of most frequently cited patents.” Among

other conclusions, in the words of its authors, this study reports that,

Small firms represent one-third of the most prolific patenting

companies that have 15 or more U.S. patents.

4 See U.S. Small Business Administration, Office of Advocacy, 2003. Quoting the press release
describing the study, “A total of 1,071 firms with 15 or more patents issued between 1996 and 2000
were examined. A total of 193,976 patents were analyzed. CHI [the firm that carried out the study]
created a database of these firms and their patents. This list excluded foreign-owned firms, universi-
ties, government laboratories, and nonprofit institutions.”
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Table 8.1 Some Important Innovations by U.S. Small Firms
in the Twentieth Century

Air Conditioning Link Trainer

Air Passenger Service Microprocessor

Airplane Nuclear Magnetic Resonance Scanner
Articulated Tractor Chassis Optical Scanner

Cellophane Artificial Skin Oral Contraceptives

Assembly Line Outboard Engine

Audio Tape Recorder Overnight National Delivery

Bakelite Pacemaker

Biomagnetic Imaging Personal Computer

Biosynthetic Insulin Photo Typesetting

Catalytic Petroleum Cracking Polaroid Camera

Computerized Blood Pressure Controller Portable Computer

Continuous Casting Prestressed Concrete

Cotton Picker Prefabricated Housing

Defibrillator Pressure Sensitive Tape

DNA Fingerprinting
Double-Knit Fabric

Programmable Computer

Quick-Frozen Food

Electronic Spreadsheet Reading Machine

Freewing Aircraft Rotary Oil Drilling Bit

FM Radio Safety Razor

Front-End Loader Six-Axis Robot Arm

Geodesic Dome Soft Contact Lens

Gyrocompass Solid Fuel Rocket Engine

Heart Valve Stereoscopic Map Scanner

Heat Sensor Strain Gauge

Helicopter Strobe Lights

High Resolution CAT Scanner Supercomputer

High Resolution Digital X-Ray Two-Armed Mobile Robot
High Resolution X-Ray Microscope Vacuum Tube

Human Growth Hormone Variable Output Transformer
Hydraulic Brake Vascular Lesion Laser
Integrated Circuit Xerography

Kidney Stone Laser X-Ray Telescope

Large Computer Zipper

Source: The State of Small Business: A Report of the President, 1994, prepared by the U.S. Small
Business Administration, Office of Advocacy, 1995, 114.
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Small firm innovation is twice as closely linked to scientific
research as large firm innovation on average, and so is substan-

tially more high-tech or leading edge.

Small firms are more effective in producing high-value innova-
tions—the citation index for small firm patents averaged 1.53
compared to 1.19 for large firms.

Small patenting firms are roughly 13 times more innovative
per employee than large patenting firms. A small firm patent is
at least twice as likely to be found among the top 1 percent of
highest-impact patents as a patent from a large firm.’

One is, then, led to the plausible conjecture that most of the revolutionary new
ideas of the past two centuries have been, and are likely to continue to be, pro-
vided more heavily by independent innovators who, essentially, operate small
business enterprises. Indeed, the small entrepreneurial firms have come close
to monopolizing the portion of R&D activity that is engaged in the search for
revolutionary breakthroughs.

But having demonstrated the vital role of the small enterprises, does it fol-
low that there is little left for the large enterprises to do? This concern may,
moreover, be exacerbated when it is recognized that the bulk of the country’s
R&D spending is contributed by large enterprises. According to data gathered
by the National Science Foundation,® in 2000, 46 percent of total U.S. indus-
trial R&D funding was spent by just 167 companies, each of which employed
25,000 or more workers; that is, nearly half the business expenditure on R&D
was provided by 167 giant firms of the more than 30,000 U.S. firms that
engaged in such activity. Does it then also follow that the giant companies are
spending a great deal to achieve very little? These concerns are misplaced, the

author maintains.

5 U.S. Small Business Administration, 2003, 2.

6 National Science Board, 2000, 24.
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The Significance of Aggregated Incremental

Improvements by Large Firms

As noted, the type of innovation in which the giant enterprises tend to spe-
cialize is primarily devoted to product improvement, increased reliability and
enhanced user friendliness of products and the finding of new uses for those
products. The approach tends to be conservative, seeking results whose applica-
bility is clear and whose markets are relatively unspeculative. The bureaucratic
control typical of innovative activity in the large firm serves to ensure that the
resulting changes will be modest, predictable, and incremental. These firms are
not predisposed to welcome the romantic flights of the imagination, the entre-
preneurial leaps of faith and plunges into the unknown that often lead only to
disaster, but which alone are likely to open up new worlds. Nonetheless, the
incremental contributions of the large firms’ routine activity at least sometimes
adds even more to economic growth than do the more revolutionary prototype
innovations. Though each such small improvement may be relatively unspec-
tacular, added together they can become very significant indeed. Consider, for
instance, how little computing power the first clumsy and enormously expen-
sive computers provided, and what huge multiples of such power have been

added by the many subsequent incremental improvements.

A set of extreme examples of the contributions of the small, entrepreneur-
ial firms appeared in Table 8.1. But one can easily obtain equally startling
examples of the magnitude of the innovative contributions of large compa-
nies, whose incremental contributions can add up and compound to results
of enormous magnitude. One such illustration is the progress in computer
chip manufacture by the Intel Corporation, the leading manufacturer of
this device that has brought to market successive generations of chips and
transistors, on which the performance of computers is so heavily dependent.
According to a recent report,” over the 1971-2003 period, the clock speed of
Intel’s microprocessor chips—that is, the number of instructions each chip
can carry out per second—has increased by some 3 million percent, reaching
about 3 billion computations per second today. During the period 1968-2003,
the number of transistors embedded in a single chip has expanded more than

7 John Markoff, “Technology; Is There Life After Silicon Valley’s Fast Lane?,” New York Times,
Business Financial Desk, Section C, April 9, 2003, p. 1.
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10 million percent, and the number of transistors that can be purchased for a
dollar has grown by 5 billion percent. These are no minor contributions. Added
up, they surely contribute far more computing capacity than was provided
by the original revolutionary breakthrough of the invention of the electronic
computer. Of course, that initial invention was an indispensable necessity for
all of the later improvements. But it is only the combined work of the two
together that made possible the powerful and inexpensive apparatus that is so
effective today.

What Drives the Small Enterprise-Large Firm
Specialization Pattern: The Role of Market Forces

The central contention here is that the division of innovative effort between
small firms and large is neither accidental nor it easily terminated. On the
contrary, strong market forces drive both actors toward these assigned roles
and make it difficult for the entrepreneurs and firm managers to act otherwise.
The distinction between the two explanations—historical happenstance versus
market forces that induce or perhaps even enforce it—is important not only
for research and understanding, but for policy as well, because it can help in
anticipating whether this apparently efficient arrangement can be expected to
continue with no deliberate intervention to preserve it, or whether some policy

measures will be required for the purpose.

To begin to determine which of these two possible explanations is valid, it
is necessary to provide a theoretical model, or at least a scenario with logi-
cal underpinnings that can account for the types of innovative activities in
which the two classes of firms tend to specialize. Here one is driven to deal
with “representative firms” in a sense even more amorphous than Marshall’s,?
because giant oligopoly firms are not all cut from the same cloth and entrepre-
neurial establishments are surely even less homogeneous in structure or behav-
ior. Moreover, the explanation of the hypothesized division of labor between
the two firm types will undoubtedly entail some shading at the edges, if it is
to fit reality. At least some breakthrough technology has, of course, emerged
from large and established corporations (such as the much-noted case of the

8 Alfred Marshall (1842-1924), a British economics professor at Oxford University, developed the

economist’s “analytical toolkit” with concepts such as price elasticity and the representative firm.
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transistor, contributed by AT&T’s Bell Laboratories and their special regu-
latory circumstances at the time), while the number of minor incremental
improvements that have been contributed by new small firms is undoubtedly

enormous.

It will be suggested here that there are nevertheless significant overall differ-
ences in the influences faced by the two types of enterprise, and that these
differences can account for the division of innovative labor that one observes
between them. Moreover, if these causal attributions are valid, it will follow that
the specializations of the two types of firm are not markedly transitory but, on
the contrary, can be expected to remain for a substantial period in the future.

The heterogeneity of enterprising behavior precludes any universally applica-
ble scenario, particularly one that imposes a uniform response upon the entre-
preneurial firms. In this respect, the story differs from that of the innovating
oligopolists who, the author maintains, are normally driven in similar ways by
powerful market forces toward their specialization in incremental improve-
ment. For the small firm, several pertinent and important influences are also
ingrained in the economic environment, but these are rather more amorphous,
not stemming from a pure profit calculus or any market-imposed threat to
their survival.

The focus here is on three mechanisms that characterize the relation between
the market and the entrepreneurial firm. They can be suggestively referred to as:
1) the superstar reward structure; 2) the psychic rewards to innovative activity;
and 3) the scarcity and cost disadvantage of large firm competition in the arena
of breakthrough innovation. Each will be discussed in turn, but first an obser-
vation that relates to them all. As is to be expected, the market does provide
clear incentives for entrepreneurs to undertake the hazards of radical innova-
tion. But, paradoxically, each of the three mechanisms to be discussed entails
Jfinancial underpayment of the average innovative entrepreneur. That is, it entails
the expectation of financial returns lower than those to corporate employees
with similar education and experience who provide comparable efforts.
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A few preliminary words must also be said to avoid misunderstanding of just
what it is that is to be explained. It is not the hypothesis here that a large per-
centage of entrepreneurs employ innovation in the new firms they create. On
the contrary, the evidence, imperfect though it is, suggests that most new firms
are virtual replicas of many firms already in existence, and there is nothing
innovative about them. Second, there is no suggestion here that even among
that relatively uncommon species, the innovative entrepreneur, the preponder-
ant focus is on anything that can reasonably be deemed breakthrough innova-
tions. Here again, casual empiricism indicates the reverse—that the bulk of
the novelties they introduce are only slightly better mousetraps. So the claim is
not that most entrepreneurs devote themselves to radical innovation or even to
any innovation at all. Rather, the converse is proposed: that among the (rare)
innovations that can be considered to be radical, a disproportionate share is
provided by independent innovators and their affiliated entrepreneurs.

Thus, in what follows, it will be necessary to account, first, for the comparative
paucity of breakthroughs that emerge from the sizeable labs and affiliated facili-
ties of the large, established, and innovative firms. Second, why are a significant
group of entrepreneurs and inventors, albeit a comparatively small one, willing to
undertake the great uncertainties and the typically enormous personal effort that
pursuit of this objective requires? The issue is not why there are so many that do

so, but why there is a significant set of these adventurers at all.

Superstar Market Reward Structure,
or the Multimillion Dollar Lottery

The most obvious incentive to which one can attribute the relatively frequent
focus of independent inventors and their entrepreneur partners upon more rad-
ical ideas is, of course, the great wealth and enormous prestige that success in
their undertaking appears to promise. Among inventor-entrepreneurs who are
enduring legends are Eli Whitney, James Watt, Elias Singer, Thomas Edison,
the Wright Brothers, and so on. Indeed, it is striking how familiar they are.

There is an immediate consequence: The enormous prestige and great financial
rewards, along with their rarity, transform the innovative entrepreneur’s activities
into a lottery that offers just a few mega-prizes, like so many of the lotteries that
now capture the headlines. An innovator’s activity is like such a mega-lottery, or
like the pursuit of an occupation that offers a limited number of superstar
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positions. But the prize is available only to those who provide &dreakthrough
innovations. A technological contribution that permits humanity to fly or to send
messages through the air can elicit headlines, but a minor improvement in auto-
mobile door handles is hardly likely to compete. And just as multimillion dollar
lotteries have a greater attraction than a thousand-dollar lottery of the local club,
even though the latter’s terms are better actuarially, the pursuit of breakthrough

innovations surely has a very special attraction to the independent entrepreneur.

Monetary Compensation, Psychic Compensation

A very well-recognized attribute of lotteries is their built-in unfairness, as
measured in actuarial terms. The average payout is sure to be less than the
per-ticket-holder take of the lottery operator—that is why he is in the busi-
ness. There is a somewhat similar loss prospect for the representative entrepre-
neur. In part, the willingness of innovators, like the buyers of lottery tickets,
to accept these biased terms may be attributable to over-optimism or to sheer
miscalculation. But that is hardly the end of the story. Each of these activi-
ties—innovative entrepreneurship and the purchase of lottery tickets—also
provides an important payoff of a second sort. Both activities offer distinct psy-
chic rewards, and not only to those who have already achieved success or who
even have a real and substantial likelihood of success. The prospects of glory,
of wealth and fame, are something of value even if they never materialize.
They are, indeed, the stuff that dreams are made of. And for the entrepreneur,
contemplation of imagined success is only part of the psychic reward. Reading
the biographies of the great inventors, one must be struck by the fascination
that the process of their work elicited, by the moments of triumph, and even
by the pleasure of puzzle solving and experimentation, though punctured by
frustration and exhaustion.

These observations find support in some significant economic data. There is
systematic evidence’ that the average earnings of self-employed individuals are
significantly lower than those of employees with similar qualifications, and the
same is presumably true, in particular, of self-employed innovative entrepre-
neurs. At least two studies support this hypothesis for innovative entrepreneurs.
Thomas Astebro reports on the basis of a sample of 1,091 inventions that,

9 See, for example, Freeman, 1978.
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“The average IRR on a portfolio investment in these inventions is 11.4 percent.
This is higher than the risk-free rate but lower than the long-run return on high-
risk securities and the long-run return on early-stage venture capital funds...the
distribution of return is skew; only between 7 and 9 percent reach the market.
Of the 75 inventions that did, six received returns above 1400 percent, 60 per-
cent obtained negative returns and the median was negative.”'? Perhaps even
more striking is the recent work of Nordhaus, who provides evidence showing
how little of the efficiency rent goes to the innovator: “Using data from the U.S.
nonfarm business sector, it is estimated that innovators are able to capture about
2.2 percent of the total surplus from innovation. This number results from a
low rate of initial appropriability (estimated to be around 7 percent) along with
a high rate of depreciation of Schumpeterian profits (judged to be around 20
percent per year)....the rate of profit on the replacement cost of capital over the
1948-2001 period is estimated to be 0.19 percent per year.”'!

Perhaps even more striking and more extreme is the phenomenon of open
sourcing and shareware in computer programming. Here, a great and growing
body of complex and valuable material has been painstakingly created, and
much of it is evidently of enormous value in economic and other terms. Yet
it has been created and offered to others with modest, if any, restrictions, and
without financial reward. Thus, a much noted and much valued activity is pro-
duced with zero financial reward, a payoff evidently far below what the work
could have elicited if performed inside an established business enterprise. But

the enthusiasm of those involved seems equally manifest.

An explanation is readily available and follows immediately from the attri-
butes of the activities just noted. The representative entrepreneur may indeed
be underpaid in terms of financial reward alone. But his zoza/ payoft may be
closer to what economic theory would lead one to expect, though part of the
payoff takes a form other than money. It is as though he were being paid off in
two different currencies: partly in dollars, partly in euros. In equilibrium, such

two-coin payment recipients could clearly expect fewer dollars than someone

10 Thomas Astebro, 2003, 226.

11 Nordhaus, 2004, 34. Using a cruder and more intuitive approach the present author also reached
a very low figure for the returns to innovation that are not dissipated in spillovers (see Baumol
2002b, pp. 134-5).
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similarly engaged whose contract calls for payment only in that one currency.'

That this is how markets work is easily confirmed by casual observation.

The story pertains not only to the entrepreneur. It recurs throughout the economy.
The fact that multimillion-dollar lotteries are carefully and openly structured to
be actuarially unfair means, as already noted, that the purchasers of tickets in
such a lottery will on average and as a whole receive back less than they put into
it. It is arguable that the masses of purchasers who endure long and time-con-
suming queues to grab up the tickets are not irrational but that they receive an
adequate payment in another currency: the psychic rewards. That same scenario
helps to explain, in another example, why despite the rigors of their training and
the difficulties of their work, the typical earnings of dancers are so miserable.'®

One can easily think of other occupations with similar attributes.

And the reason is not just sheer willingness of the recipient of psychic benefits
to be exploited in financial terms. The market mechanism enforces it, as Adam
Smith pointed out: Given two occupations, one very distasteful and the other
a source of great pleasure, if other things including payoffs and ability require-
ments were equal, one must expect the work force to shun the one and flock to
the other, driving wages up in the former and depressing them in the latter as

a garden-variety manifestation of supply and demand.™

12 This suggests one way in which it may sometimes be possible to place a monetary value on psycho-
logical enjoyment and even esthetic pleasure. A similar situation has been noted in other arenas.
For example, there are data showing that the average financial return to investment in works of art
is significantly lower than the return to investment in bonds, the difference being interpreted as the
financial valuation of the esthetic yield of painting ownership. See Frey and Pommerehne, 1989.

13 Other areas where some element of nonpecuniary income is likely to exist include scientific research,
academic occupations, and perhaps professional work more generally (Friedman and Kuznets, 1945,
pp- 130-132). It may also arise among the self-employed in their enjoyment of freedom from control
by superiors (Hamilton, 2000; Frey and Benz, 2003). This phenomenon and its relation to the work
of innovators has long been recognized: “The knowledge of the man of science, indispensable as it
is to the development of industry, circulates with ease and rapidity from one nation to all the rest.
And men of science have themselves an interest in its diffusion; for upon that diffusion they rest their
hopes of fortune, and, what is more prized by them, of reputation too” (Say, 1819, 1834, p. 82).

14 “The wages of labour vary with the ease or hardship, the cleanliness or dirtiness, the honourableness
or dishonourableness of the employment.... A journeyman weaver earns less than a journeyman
blacksmith. His work is not always easier, but it is much cleanlier...The exorbitant rewards of players,
opera-singers and opera-dances, &c. are founded upon these two principles: the rarity and beauty
of the talents, and the discredit of employing them in this manner. It seems absurd at first that we
should despise their person, and yet reward their talents with the most profuse liberality. While we
do the one, however, we must of necessity do the other” (Smith, 1776, Book I, Chapter X, Part I).
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Entrepreneurs’ Competitive Position

and the Low Supply Cost of Psychic Benefits

Until now a critical role has not been assigned for the market mechanism
in eliciting disproportionate allocation of entrepreneurial activity to break-
through innovation. The market does play such a role. Psychic benefits are a
very tangible reward to the recipient but are generally costless to the provider.
This implies that an innovative entrepreneur who on average receives great
pleasure but meager financial rewards from the activity may nevertheless be
richly rewarded overall. But the low financial payment means that innova-
tions obtained from this source are purchased cheaply in financial terms, giv-
ing this sector of the economy a marked competitive advantage. That is, the
independent innovative entrepreneur will tend to be the economical supplier
of breakthrough innovation to the economy. One of the virtues of markets and
competition is their ability to move economic activities toward those suppliers
who can provide them most economically. In the case at hand, it means that
the low-cost psychic reward component of the independent innovator’s com-
pensation will make it more economical for the large firm, in considering its
make-or-buy options, more generally to acquire its breakthroughs from others
rather than seeking to provide them in-house. Firms are forced to do so for
tear that if they do not, their rivals will. This, then, suggests one market-based
reason (that is not mere happenstance) why a disproportionate share of radical
innovation stems from the independent entrepreneur.

There is one more observation to be offered here. Why does this low-wage
competitive advantage of the independent innovator-entrepreneur not extend
also to the less radical innovations—the cumulative incremental improve-
ments that are a giant firm specialty? At least part of the answer is the greater
complexity and investment cost characteristic of the latter. A Boeing 777 is
obviously far more complicated than the primitive device the Wright brothers
made airborne at Kitty Hawk, and the transformation of the Boeing 747 into
the Boeing 777 entailed an army of engineers and designers and an expenditure
that made the outlays of the Wrights dramatically insignificant by comparison.
This, too, is not accidental. By its very nature, this revolutionary invention,
like so many before it, grew ever more complex as it was repeatedly modified
and improved. Thus, the independent innovator was and continues to be at a
marked disadvantage in the financing of incremental improvements of inven-
tions that have reached an advanced stage of sophistication.
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This completes the scenario seeking to describe how market forces drive the
individual actor away from the small developments and toward the break-
throughs. Next, the other side of the story: the giant firm and its characteristic
preoccupation with the small changes that are designed to provide only gradual

improvement.

The tendency of large firms to be risk averse in their R&D activities is well
recognized.” As a clear illustration of that attitude and its implication for the
innovation process, the author has previously quoted the following observations

by a member of management of one of the world’s major high-tech enterprises:

In established businesses, innovation is mostly shaped through
small, incremental steps of additional features to augment basic
functionalities. With short product lifecycles, time to recoup R&D
investments is limited.... Success is relatively predictable through
the execution of well-defined innovation processes and in-depth

knowledge of their markets in the respective business units.'6

One may well want to ask what drives these firms to such fear of risk, and their
consequent preference for the unexciting incremental development. After all,
they are apparently better established and more firmly financed than the entre-
preneurial firms, and should therefore be in a better position to cope with risk.
Particularly if the attempted breakthrough is just one item in a substantial port-
tolio of current R&D activities, should that not provide a degree of protection?

Preliminary consideration suggests that there are two features of pursuit of a
breakthrough that make a difference. First, given today’s state of communica-
tion and publicity activities, it is the attempted breakthrough that is apt to
attract public attention, and that of investors and prospective investors in par-

ticular. Second, breakthrough efforts are unlikely to produce a modest success.

15 See, for example, Kaplan and Henderson, 2005, 18-29.

16 A. Huijser, PhD., executive vice president and chief technology officer, Royal Phillips Electronics,
the Hague, September 2003.
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The outcome is all too likely to be one extreme or the other. Embarkation on
such an activity is a decision like that before the hero of The Lady or the Tiger:
the choice between two portals, behind one the lady of his dreams, behind the
other a hungry man eater. But the subject requires more extensive treatment,
particularly in showing the powerful role played by the market in assigning the
R&D tasks to the giant oligopoly enterprise.

The Usual Suspects

A variety of explanations from different sources are described in Kaplan and
Henderson.'” For example, they cite some well known and striking cases in
which the large firms simply overlooked such opportunities, as when Xerox
neglected the computer mouse or when IBM delayed its adoption of the per-
sonal computer. The observations are valid, but are hardly general. An over-
looked breakthrough is indeed an avoided breakthrough. But no structural
reason seems to lead one to expect errors of foresight to be more frequent
in big companies and therefore to explain their avoidance of the search for
breakthroughs. More convincing is the argument based on Schumpeter’s cre-
ative destruction—if the prospective invention is likely to be a substitute for
some of the firm’s currently profitable products, those products can be ren-
dered obsolete by a radically superior substitute. This can be threatening to the
large firm that fears cannibalization of its own successful products. The entrant
without such vested interests has a clear advantage here. Other possible and
previously offered explanations include a propensity of large firms to consider
only options not far from the range of their current experience and conserva-
tism imposed by the demands of their larger customers. The management of
large firms may meticulously seek to avoid technological changes that threaten
obsolescence of their own specialized knowledge, even where those changes
promise to benefit stockholders, and managerial ingrained habits of mind may
make them unreceptive to novelty. Older firms organized appropriately for one
generation of technology may find that the same organization handicaps their
use of newer techniques. These hypotheses are all very suggestive, and given
that complex phenomena discussed here never have a single and simple expla-
nation, they must be taken seriously. But they nevertheless must be considered

with at least one reservation. It does not seem plausible that any of them affects

17 Kaplan and Henderson, 2005
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any preponderant set of large firms in the same way, and what is examined here
appears to be a widespread attribute of R&D in giant enterprises as a body.
The hypothesis here is that there are systematic forces that impel large firms in
general to avoid the search for radical technological change, noteworthy excep-

tions though there may be.'®

All of these ascriptions of the characteristic pattern of innovative specializa-
tion of the giant enterprises appear to have some validity. But there are also
powerful market forces that more systematically drive the big firms toward
marked conservatism in their innovative activities, consistently favoring the
incremental improvements.

The Innovation Arms Race and the “Pauper Oligopolies”

Perhaps the most compelling force that can drive a firm to avoid risky under-
takings with vigilance and determination arises when the enterprise is con-
tinually close to the edge. The lack of protective margin means that even a
moderate failure can drive it over that edge. It will be argued next that this is a
primary force that leads the enterprises with the largest R&D undertakings to

employ those resources as conservatively as is possible.

This bald assertion is surely implausible. For it claims that some of the largest
and most powerful of the enterprises in the economy are characteristically, if not
actually, short of funds, and certainly are endowed with no overabundance. And
this is not a matter of mismanagement or dangerous market conditions, but is
the result of a critical component of their activities, indeed, of the very mecha-
nism that ensures the vigor and magnitude of their innovative activities. It is part
of what the author elsewhere describes as the free-market innovation machine.

The heart of the matter is the nature of the competitive strategy that has become

standard in the high-tech sectors of the economy. It is clear that since early in

18 Bell Labs and the transistor is, of course, a prime example, but it is easily arguable that this was a
very special case. AT&T, the parent company, was then regulated to determine prices essentially on
a cost-plus basis, allowing the firm to recoup costs that could be shown to have any legitimacy, plus
a ‘fair rate of return” on such outlays. Thus, the underlying pure research was virtually guaranteed to
bring in something like normal profits. But the current author was there, consulting both with Bell
Labs and the company headquarters, and knows that even so, top management was worried about
continuation of such questionable outlays.
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the 20™ century, in these arenas, innovation has become the firm’s principal
weapon of competition. Continual improvement in products and processes,
preferably a bit ahead of one’s rivals, has become the primary instrument in the
struggle for market. So much so, that successful and continuous investment in
R&D is often a matter of life and death, with loss of market to the firm that
falls behind in attractiveness of product or efficiency of production. Because
no firm dares to be last and all strive to be first, the result must be a unceasing
stream of market-attracting innovations, turned out dependably on a dedicated
assembly line. This, evidently, helps to explain the explosion of innovation and
the speed of its utilization and introduction into the market that is the most

spectacular accomplishment of the free market economies.

But, paradoxically, rather than providing an abundance of revenues, this pro-
cess also tends to impose scarcity of finances upon the firms involved. The
reason is simple. While the resulting revenues can, indeed, be abundant, there
is reason to be sure that the need for spending will easily keep pace. The point
is that what is going on in this process is accurately described as an innovation
arms race—a battle in which innovation is the principal weapon, and in which
no combatant dares fall behind. And the history of arms races confirms that
they can be expected to impoverish the participants. It is on these grounds that
historians have described medieval monarchs as the “pauper kings.” Whenever
one of them raised the ante by acquiring more troops or better military equip-
ment, his rival had no alternative but to match and even raise the outlay. And
so, even Phillip II of Spain, perhaps the wealthiest monarch of Renaissance

history, was eight times driven into bankruptcy.

An analogous situation is faced by the modern oligopolist in an innovating
industry. In the innovation arms race, each firm must seek to be second to
none. And as a result, most of them are bound to find themselves frequently
under substantial financial pressure. They will, indeed, be the “pauper oli-
gopolies.” Of course, a few will beat the game, but others will be fortunate if

they can receive a minimally viable financial rate of return over the long run.!

19 There is, indeed, no rarity of large firms in financial trouble. The causes do vary from case to case,
but the examples, including airlines, automobile manufacturers, and telecommunications firms, are
striking. An easy exercise is to make a list of the firms that were mightiest perhaps a half century ago,
and confirm how many of those mighty have fallen.
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And in that position, no management will willingly dare to undertake the risks
that invite serious trouble. They will only devote precious resources to innova-
tive projects for which reasonably reassuring market and technical information
is available—the incremental product improvements.

The Marginal Investor

Even if the firm is in the unusual position of having an abundant financial mar-
gin and substantial reserves, the pressures it faces are not altogether different
from those just described. But here those pressures emanate from the financial
position of the firm’s investors rather than from that of the company itself.
Risky projects pose a special threat to stockholders, particularly to those whose
investment is recent. The stock prices of the high-tech firms are closely tracked
by the financial success of their innovative performance. A firm with a record
of steady and dependable introduction of a succession of improved models of
their products can expect their revenues to be enhanced by this performance.
But the resulting rise in security prices will automatically bring down the rate
of return to new investors to a level commensurate with competitive earnings
elsewhere. That is, the working of the market ensures that recent buyers of
the company’s stocks would have had to pay stock prices sufficiently high to
eliminate the prospect of excessive rate of return. This means that failure to
perform up to the standards of its past will lead to investor disappointment,
falling stock prices and rates of return to those stockholders below the current
overall market lever. It is not uncommon to encounter cases in which even a
delay beyond the promised date of introduction of an announced new model
leads to a sharp drop in stock valuation. This can invite stockholder revolt, and
it can hurt incumbent management even more directly through the effects on
the employee stock options they are often granted. That is sufficient to force
even very successful managements to be conservative in their choice of R&D
projects. Radical inventions, by their nature, are far more likely to be failures,
if not in terms of workability, then perhaps via heavy cost overruns or delays in
the appearance of a viable model. Risk-averse management, whose stock offers
new investors no more that the lowest rate of return currently permitted in

comparable competitive markets, simply cannot afford to take such chances.
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Outsourcing of Breakthroughs

A final part of the story has already been noted. Because of the comparatively
low financial remuneration of the representative entrepreneurs described ear-
lier, these entrepreneurs become a source of a low-wage, low-cost search for
breakthrough innovations. This makes it more profitable for the large, estab-
lished firm to buy rather than to make such service. The incentive is no dif-
ferent than that for the outsourcing of computer programming to India. The
large firm is thereby given an incentive to outsource this activity, choosing to
acquire the resulting intellectual property from the entrepreneurs in the mar-
ket for inventions, rather than incurring the higher costs of doing the job of
producing them itself.

There seems to be no reason to expect the market forces just described to be
very transitory. If they are indeed enduring, it follows that the current division
of innovative labor between small and large firms will continue. There is also

no reason to believe that this will be damaging to the public interest.

Given the enormous value of some of the revolutionary inventions that have
been brought to society by entrepreneurs, the value of this group to the com-
munity hardly requires further evidence. Though they are not by themselves
the entire engine of economic growth, they are an indispensable component
of that mechanism. Their work underlies the incredible changes in the sources
of the power that turns the wheels and drives the vehicles, as well as the more
than dramatic upheavals in the means of communication and in the techniques
of preservation of information—the three elements that can be said to be most
responsible for the historically unprecedented growth of prosperity of much
of the modern world. But this is well understood, and all that is added to
this observation here is that this contribution of the entrepreneurs shows no
evidence of slackening. That, indeed, is one of the central implications of the
discussion of this paper.

But two other broad types of contribution, also of substantial importance, are
not quite so obvious. One is directly related to the innovation process and to

the discussion here, while the other is somewhat further afield but, nevertheless,
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can draw some illumination from the discussion. One relates to the allocation
of resources among prospective R&D projects, and the other to the promise of

a career in entrepreneurship as a route out of poverty.

Entrepreneurs and the Task of “Picking Winners” among
Prospective Breakthroughs

All too often, the importance of growth for a nation’s economy has enticed
governments into providing support for particular innovative projects that they
favor or even to entire arenas of innovative activity that they consider the wave
of the future. The trouble is that the governments have not proven too suc-
cessful in the task of picking winners, that is, in selecting projects where such
government funding will have the highest payoff. They have, indeed, made a
tew felicitous choices, but the failures have hardly been rare. Yet this is not a
shortcoming of government alone. Others have shown their ability to forecast
anything except the future. Laughter is all too easily elicited by dramatic mis-
judgments of the future by businessmen who apparently should have known
better (but only in hindsight). There is the prediction by the CEO of IBM
that some day the sale of computers might reach five machines per year, the
tailure of Western Union to recognize the prospective market for the telephone,
and some other striking examples have been cited earlier. The moral is not
that the individuals in question were particularly dense, but that the future is
impenetrable. This is not a matter of risk that can be dealt with via probabilistic
approximations and actuarial calculations. Rather, the prospects for a contem-

plated breakthrough innovation are characteristically enveloped in uncertainty.

How then are choices to be made in the allocation of society’s R&D resources
in this critical arena? Government has little qualification for the task and big
business will not do it. It is only the innovative entrepreneur who is prepared
to take on the burden. The task is performed largely by trial and error, using
what little information and what large doses of experience and intuition are
available to the entrepreneur, because there is no other way. And the process
entails a heavy cost to many of the entrepreneurs—those whose guess is wrong.
But the basic point is that in undertaking this task, the allocation of so critical
a portion of society’s R&D resources, the entrepreneurs make an enormous
contribution to the general welfare, often at their own expense. It is a job that
needs to be done, no one else will do it, and imperfect though the selection

turns out to have been in hindsight, no one else could have done it any better.
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Entrepreneurship, Educational Requisites,
and the Path from Poverty

Innovative entrepreneurship has yet another virtue. It is an avenue to escape
from poverty. The prototype is perhaps the immigrants who became itinerant
peddlers, including Messrs. Levi and Strauss, who observing a market need,
invented blue jeans and made their fortunes. There are no ethnic or cultural
prerequisites. The large body of African-American patent holders is described
in a number of books and a mere listing of their patents takes up 75 pages.?

Three attributes of entrepreneurial activity facilitate its role as conduit from
the ghettos and other enclaves of poverty. The first and most obvious is that it
requires no consent of an employer. At least in the United States, where some
minimal licensing requirements are all that impede the process, for all practical
purposes, all entry requires is the determination to do so.?! Second, there are
opportunities that require very little sunk capital, and many an entrepreneur
has, indeed, started on a shoestring. The third attribute, which seems not to
receive the attention it deserves, is its education requirement: virtually zero. The
successful entrepreneur obviously needs to be clever and, indeed, sometimes
requires some wisdom. But the great success stories are populated by school
dropouts and avoiders of advanced education. Both Edison and the Wright
brothers were active entrepreneurs and not just inventors. Edison dropped
out of school at age 12 and the Wrights never attended high school. Other
examples abound, all illustrating that advanced education is hardly an inescap-
able job requirement or indispensable for good performance as an entrepre-
neur. This is important because education is time-consuming and expensive,
at least in terms of income foregone, even when government pays the bill.
Society’s islands of poverty are also aggregations of uncompleted education.

20 See Sluby, 2004, 204-278.

21 Unfortunately, practices elsewhere can be very different, and the resulting barriers to entry may well
be suspected as a handicap to growth for the entire economy. “It takes two days to start a business
in Australia, but 203 days in Haiti and 215 days in the Democratic Republic of Congo.... There are
no monetary costs to start a new business in Denmark, but it costs more than five times income per
capita in Cambodia and over thirteen times in Sierra Leone. Hong Kong, Singapore, Thailand and
more than three dozen other economies require no minimum capital from start-ups. In contrast,
in Syria the capital requirement is equivalent to fifty-six times income per capita...” (study by the
International Finance Corporation of the World Bank quoted in Friedman, 2005).
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Lack of education is often a handicap that cannot be overcome by those who
seek jobs with any degree of promise for the future in established enterprises.
But it does not close the door to exercise of entrepreneurship, and that is no
negligible virtue.

This paper has gone beyond the observation that breakthrough advance in
technology is predominantly a small firm specialty. There is a good deal of
evidence that this has been the case for over a century and that it continues to
be so today. True, the giant oligopolies provide the overwhelming preponder-
ance of R&D expenditures, but in general those outlays are carefully directed
to projects with minimal risk, which are therefore apt to yield non-negligible
improvements, but improvements that typically are only incremental. This
paper has inquired into the influences that can account for this division of labor
and has offered a number of observations that indicate that the phenomenon
is hardly an accidental occurrence. More important, the analysis, if supported
by the evidence, indicates that this distribution of the task of technological
advance can, with a degree of confidence, be expected to continue.

This underscores the contribution of the innovative entrepreneurs to the
growth of the economy and the welfare of society. Three such contributions are
emphasized here. The first, the focus of the article, is the entrepreneur’s provi-
sion of the radical innovations that underlie the profound changes, since the
Industrial Revolution, in the way Americans live. Second, it has been noted
that the innovative entrepreneurs as a group carry out the task of selection of
the projects to which the resources available for the search for radical break-
throughs are allocated. This is a task critical for the future of the economy,
but it is a task from which others shrink because of the great uncertainties it
entails. Finally, recalling the evidence that innovative entrepreneurs have often
succeeded, and succeeded spectacularly, with little formal education, it has
been pointed out that this serves to reduce further the naturally low barriers to
entry into the activity. That, it turn, helps to fill a need critical for society: an
attractive and promising avenue toward prosperity.
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Table A.2 Macroeconomic Indicators, 1990-2004

Percent
change
1990 1995 2000 2003 2004 2003-2004

Gross domestic product (GDP) (billions of dollars)!

Current dollars 5,803.1 73977 9817.0 11,0040 11,733.5 6.6

Constant dollars
(billions of 2000 dollars) 71125 8,031.7 9,817.0 10,381.3 10,841.6 4.4

Sales (billions of dollars)?

Manufacturing 242.7 290.0 350.7 333.3 369.1 10.8
Wholesale trade 149.5 176.2 228.6 240.4 273.6 13.8
Retail trade 163.7 189.0 255.8 283.3 305.4 7.8

Income (billions of dollars)

Compensation

of employees® 3,3561.0 4,193.3 57827 6,289.0 6,631.1 5.4
Nonfarm proprietors’ income 349.9 469.5 705.7 812.3 884.3 8.9
Farm proprietors’ income 31.1 22.7 22.7 21.8 18.2 -16.5
Corporate profits* 408.6 696.7 817.9  1,021.1 — —

Output and productivity (business sector indexes, 1992=100)

Output 98.6 111.4 140.5 149.0 156.7 5.2
Hours of all persons worked 102.6 109.6 121.2 1151 116.4 11
Productivity

(output per hour) 96.1 101.6 115.9 129.5 134.6 3.9

1 Small Business Share of Private, Nonfarm Gross Domestic Product by Joel Popkin and Company
(study funded by the Office of Advocacy) estimates small businesses with fewer than 500 employees
created 52 percent of the total nonfarm private output in 1999.

2 U.S. Census Bureau, Statistics of U.S. Business, showed that in 1997, small firms with fewer than 500
employees accounted for 24.8 percent of manufacturing, 52.6 percent of retail, and 46.8 percent of
wholesale sales.

3 U.S. Census Bureau, Statistics of U.S. Business, showed that in 2001 small firms accounted for 44.3
percent of annual payroll and 49.9 percent of total nonfarm private employment.

4 With inventory valuation and capital consumption adjustments.

(continued, next page)
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Table A.2 (continued)

Percent
change
1990 1995 2000 2003 2004 2003-2004
Employment and compensation
Nonfarm private
employment (millions)® 911 97.9 111.0 108.4 109.9 1.3
Unemployment rate
(percent) 5.6 5.6 4.0 6.0 5.5 -8.3
Total compensation
cost index (Dec.)
(June 1989=100) 107.0 126.7 150.9 168.8 175.2 3.8
Wage and salary index
(Dec) (June 1989=100) 106.1 123.1 147.7 162.3 166.2 2.4
Employee benefits
cost index (Dec.)
(June 1989=100) 109.4 135.9 158.6 185.8 198.7 6.9
Bank loans, interest rates, and yields
Bank commercial & indus-
trial loans (billions of dollars) 641.2 723.8 1,087.0 891.6 911.4 2.2
Prime rate (percent) 10.01 8.83 9.23 4.12 4.34 5.3
U.S. Treasury 10-year
bond yields (percent) 8.55 6.57 6.03 4.01 4.27 6.5
Price indices (inflation measures)
Consumer price index
(urban) (1982-84 = 100) 130.7 152.4 172.2 184.0 188.9 2.7
Producer price index
(finished goods)
(1982 = 100) 119.2 127.9 138.0 143.3 148.5 3.6
GDP implicit price deflator
(2000 = 100) 81.6 92.1 100.0 106.0 108.2 2.1

Sources: U.S. Small Business Administration, Office of Advocacy, from the U.S. Department of Commerce,
Bureau of Economic Analysis and Economic Indicators, March 2000 and February 2005.
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Table A.3 Number of Businesses by State, 2003-2004

Employer firms

Self-employment (thousands)

2003 2004 2003 2004
United States e 5,679,000 e 5,683,700 15,304 15,636
Alabama 85,768 86,651 204 194
Alaska 16,825 16,975 43 43
Arizona 109,692 110,153 293 298
Arkansas 60,416 61,778 149 162
California 1,063,230 1,077,390 1,987 2,138
Colorado 143,821 146,379 328 350
Connecticut 95,969 97,311 184 176
Delaware 25,280 25,833 36 32
District of Columbia 26,633 27,424 24 23
Florida 426,245 449,070 961 1,022
Georgia 196,921 202,979 492 457
Hawaii 29,217 29,791 62 66
ldaho 41,539 43,675 101 109
lllinois 281,869 285,208 571 588
Indiana 125,129 125,746 288 267
lowa 68,737 69,354 190 186
Kansas 68,095 69,241 174 175
Kentucky 81,407 83,046 172 179
Louisiana 94,437 96,084 225 221
Maine 39,691 40,304 93 94
Maryland 134,447 137,338 275 271
Massachusetts 175,827 178,752 327 340
Michigan 210,803 213,104 474 468
Minnesota 133,419 134,438 357 360
Mississippi 53,641 54,117 126 129
Missouri 131,464 134,448 303 302
Montana 33,991 34,570 93 93
Nebraska 45,595 46,161 132 121

e estimate (continued, next page)
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Table A.3 (continued)

Employer firms

Self-employment (thousands)

2003 2004 2003 2004
Nevada 48,929 51,424 91 116
New Hampshire 39,508 40,151 78 77
New Jersey 268,203 256,863 404 404
New Mexico 41,731 42,241 103 111
New York 478,270 481,858 933 930
North Carolina 179,580 182,598 384 420
North Dakota 18,817 19,177 52 53
Ohio 229,648 231,374 490 505
Oklahoma 75,486 77,027 215 209
Oregon 102,862 104,114 214 240
Pennsylvania 271,459 275,853 554 596
Rhode Island 32,594 33,253 53 52
South Carolina 90,998 92,940 180 182
South Dakota 23,161 23,713 62 63
Tennessee 110,427 109,853 327 289
Texas 398,928 404,683 1,180 1,200
Utah 58,507 61,118 128 135
Vermont 20,922 21,335 54 48
Virginia 167,527 172,785 362 357
Washington 206,699 198,635 350 369
West Virginia 37,144 36,830 70 59
Wisconsin 123,800 125,888 318 312
Wyoming 19,616 20,071 42 45

Notes: State totals do not add to the U.S. figure as firms can be in more than one state. U.S. 2003 and
2004 estimates are based on U.S. Census Bureau and U.S. Department of Labor, Employment and
Training Administration (ETA) data. Self-employment is based on monthly averages of primary occupa-
tion for incorporated and unincorporated status. The figures cannot be added as the self-employed

can have employees.

Sources: U.S. Small Business Administration, Office of Advocacy, from data provided by the U.S.
Department of Labor (ETA) and U.S. Census Bureau, Current Population Survey, special tabulations.
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Table A.4 Business Turnover by State, 2003-2004

Table A.4 (continued)

Business

Firm births Firm terminations bankruptcies

2003 2004 2003 2004 2003 2004
Nebraska 4,311 4,849 5,050 5,051 238 207
Nevada 9,749 10,483 8,939 9,012 321 257
New Hampshire 4,653 4,865 4,598 5,401 178 158
New Jersey 29,236 35,895 36,827 50,034 734 684
New Mexico 5,508 5,683 5,770 5,692 774 727
New York 60,569 62,854 61,199 64,013 1,987 4,070
North Carolina 22,465 23,387 23,234 22,055 528 486
North Dakota 1,456 1,747 2,049 2,621 105 85
Ohio 22,227 22,725 23,544 21,328 1,426 1,432
Oklahoma 8,802 9,263 8,434 8,018 612 659
Oregon 13,842 13,481 14,194 14,407 1,591 852
Pennsylvania 31,214 33,188 32,917 34,507 1,193 1,138
Rhode Island 3,465 3,932 4,103 4,250 48 74
South Carolina 10,759 11,745 10,711 10,975 142 175
South Dakota 1,338 1,691 1,899 2,251 110 108
Tennessee 17,700 17,415 16,315 16,520 597 548
Texas 52,677 54,098 55,461 55,792 3,153 3,094
Utah 10,656 11,357 10,368 11,697 519 440
Vermont 2,122 2,322 2,584 2,578 78 85
Virginia 22,069 24,134 20,539 19,919 956 750
Washington 36,136 31,955 35,345 47,141 737 665
West Virginia 4,126 3,937 5,550 5,136 290 247
Wisconsin 12,400 13,093 12,629 12,711 722 742
Wyoming 2,419 2,519 2,921 2,737 44 65

Business

Firm births Firm terminations bankruptcies

2003 2004 2003 2004 2003 2004
U.S. Total e 553,500 e 580,900 e 572,300 e 576,200 35,037 34,317
Alabama 9,014 9,413 10,927 10,104 287 325
Alaska 2,441 1,848 2,507 2,650 121 64
Arizona 13,322 12,421 15,488 17,553 701 480
Arkansas 7,253 7,852 6,918 6,481 429 376
California 113,500 117,016 140,435 143,115 4,501 3,748
Colorado 22,400 23,694 13,243 9,734 552 786
Connecticut 8,501 9,064 11,044 11,018 187 132
Delaware 3,439 3,270 3,148 3,362 505 276
District of Columbia 4,052 4,393 3,874 3,440 55 41
Florida 69,711 77,754 56,665 54,498 1,534 1,183
Georgia 24,217 29,547 25,898 27,835 1,585 2,090
Hawaii 3,658 3,698 4,010 3,754 72 47
Idaho 5,998 7,814 6,742 5,716 225 160
lllinois 28,933 28,453 41,112 33,472 991 912
Indiana 13,452 13,906 15,137 15,282 640 524
lowa 5,534 5,954 7,378 7,391 323 360
Kansas 7,625 6,742 8,392 7,250 303 268
Kentucky 8,155 8,807 10,801 8,697 327 319
Louisiana 9,298 9,875 12,171 9,668 499 622
Maine 4,033 4,300 4,715 4,987 105 138
Maryland 20,687 21,751 21,697 20,636 523 417
Massachusetts 18,984 18,822 21,870 20,270 396 315
Michigan 22,022 24,625 24,748 24,584 684 681
Minnesota 14,652 15,167 17,928 15,209 1,379 1,374
Mississippi 6,020 6,141 7,267 7,380 282 170
Missouri 15,947 16,155 20,190 17,924 378 354
Montana 4,548 4,588 4,679 4,896 98 109

e estimate (continued, next page)
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Notes: State birth and termination totals do not add to the U.S. figure as firms can be in more than one
state. U.S. estimates are based on U.S. Census Bureau and Department of Labor, Employment and
Administration, data. On occasion, some state terminations result in successor firms which are not listed
as new firms.

Source: U.S. Small Business Administration, Office of Advocacy, from data provided by the U.S.
Department of Labor (ETA), U.S. Census Bureau and Administrative Office of the U.S. Courts.
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Table A.7 Employer Firms and Employment by Firm Size and Industry, 2002

Employment size of firm

Table A.7 (continued)

Employment size of firm

Non- Non-

Industry employers Total 0-19 <500 500+ Industry employers Total 0-19 <500 500+

Firms Employment
Total 17,646,062 5,657,774 5,036,845 5,640,407 17,367 Total — 115,061,184 20,602,635 57,383,449 57,677,735
Agriculture, forestry, Agriculture, forestry,
fishing, & hunting 220,050 25,802 24171 25,715 87 fishing, & hunting — 183,476 86,736 163,864 19,612
Mining 82,709 19,340 16,334 19,015 325 Mining — 485,565 66,864 214,539 271,026
Utilities 12,675 7,283 5,893 7,069 214 Utilities — 654,484 23,015 105,970 548,514
Construction 2,071,317 691,110 630,479 690,081 1,029 Construction — 6,491,994  2,445277 5,527,298 964,696
Manufacturing 290,380 305,160 222,184 300,627 4,533 Manufacturing — 15,950,424 1,255,654 6,637,966 9,312,458
Wholesale trade 363,781 346,027 293,814 342,772 3,255 Wholesale trade — 6,142,089 1,331,887 3,864,994 2,277,095
Retail trade 1,838,992 735,135 662,922 732,718 2,417 Retail trade — 14,890,289 2,913,484 6,462,404 8,427,885
Transportation Transportation
& warehousing 808,999 157,197 138,209 156,083 1,114 & warehousing — 3,750,663 518,790 1,557,738 2,192,925
Information 232,698 77,459 65,154 76,326 1,133 Information — 3,754,698 270,180 994,997 2,759,701
Finance & insurance 660,292 230,595 210,135 228,986 1,609 Finance & insurance — 6,248,400 701,387 1,941,013 4,307,387
Real estate & Real estate &
rental & leasing 1,880,042 247,582 233,053 246,365 1,217 rental & leasing — 2,013,673 694,852 1,380,907 632,766
Professional, scientific, Professional, scientific,
& technical services 2,552,880 682,278 635,250 679,853 2,425 & technical services — 7,156,579 2,110,446 4,589,019 2,567,560
Management of Management of
companies & enterprises — 26,794 7,187 20,096 6,698 companies & enterprises — 2,879,223 18,954 325,473 2,653,750
Admin., support, waste Admin., support, waste
mngt. & remediation srv. 1,262,707 308,502 269,867 305,329 3,173 mngt. & remediation srv. — 9,061,987 1,011,065 3,525,685 5,536,302
Educational services 344,538 63,690 47,844 62,701 989 Educational services — 2,612,430 217,714 1,237,081 1,375,349
Health care & social Health care &
assistance 1,456,915 540,976 473,020 537,437 3,539 social assistance — 14,534,726 2,279,569 6,905,825 7,628,901
Arts, entertainment, Arts, entertainment,
& recreation 865,990 99,124 84,047 98,545 579 & recreation — 1,780,362 314,007 1,193,078 587,284
Accommodation Accommodation
& food services 241,688 416,464 332,965 414,792 1,672 & food services — 9,972,301 1,762,077 5,999,195 3,973,106
Other services (except Other services (except
public administration) 2,459,409 658,412 611,924 657,151 1,261 public administration) — 5,370,479 2,483,350 4,593,627 776,852
Aux., exc corp, subsidiary, Aux., exc corp, subsidiary,
& regional mng. offices — 5,401 326 3,018 2,383 & regional mng. offices — 1,022,114 940 57,548 964,566
Unclassified — 78,644 78,315 78,644 0 Unclassified — 105,228 96,387 105,228 0

(continued, next page) Notes: Employment is measured in March; thus some firms (start-ups after March, closures before March,
and seasonal firms) will have zero employment. Firms are an aggregation of all establishments owned by

a parent company within an industry. See www.sba.gov/advo/research/data.html for more detail.

Source: U.S. Small Business Administration, Office of Advocacy, based on data provided by the U.S.
Census Bureau.
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Table A.9 Opening and Closing Establishments, 1992-2004 Table A.9 (continued)
(thousands, seasonally adjusted)

Opening establishments  Closing establishments Net
Opening establishments _Closing establishments Net Year Quarter Number Employment Number Employment Number Employment
Year Quarter Number Employment Number Employment Number Employment 1997 4 335 2,004 328 1,961 7 43
2004 3 354 1,666 345 1,645 9 21 3 398 1013 308 1758 20 155
2 £8 UpE £aY 1,537 13 28 2 321 1,756 304 1,579 17 177
! e 81 328 1439 2 [ 1 331 1844 299 1503 32 251
2003 4 348 1,583 822 1486 26 97 1996 4 327 1,869 300 1528 27 341
s 328 1:499 318 1431 10 68 3 328 1,863 293 1,559 35 304
2 331 1,527 328 1,564 s =37 2 318 1778 299 1,544 19 234
! 832 1,540 334 1,585 2 15 1 321 1,753 298 1,526 23 227
e 4 349 1643 329 1610 20 33 1995 4 311 1,724 294 1,536 17 188
S 341 1,680 325 1629 16 o 3 306 1679 291 1519 15 160
& e 1804 334 1719 4 85 2 306 1,607 286 1473 20 224
! cas 1804 331 1729 ! & 1 306 1653 274 1376 32 277
2001 4 852 1838 335 1.769 17 69 1994 4 295 1,632 284 1,476 11 156
s 335 1,759 367 1,985 -2 196 3 314 1,745 268 1,304 46 441
2 339 1815 333 1876 6 6 2 309 1,747 285 1,491 24 256
! 343 1.787 337 1,800 6 13 1 290 1,593 278 1,448 12 145
AL 4 353 1828 336 1772 7 %6 1903 4 286 1596 263 1375 23 221
S == 13220 B 1859 ! 31 3 302 1642 255 1333 47 309
& e 1.789 325 1714 29 75 2 293 1,536 272 1,408 21 128
! £ UGENES 328 1727 29 191 1 308 1,899 273 1,642 35 257
1999 4 365 2,032 326 1775 39 257 1992 4 289 1,636 271 1,398 18 238
8 846 1,946 339 1872 ! 4 3 295 1745 273 1,571 22 174
2 338 2,012 337 1,812 1 200
1 335 2,011 318 1898 17 113 Note: Establishments could be new ventures or new affiliates of existing ventures.
R e A B B i, L 2 e 07 oo o 00 U
3 336 1,965 316 1,719 20 246
2 353 2,153 296 1,838 57 315
1 347 2,155 323 1,934 24 221

(continued, next page)
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Table A.11 Bank Lending Information by Size of Firm, 1991-2004 (Change in Table A.11 (continued))
percentage of senior loan officer responses on bank lending practices)

Tightening loan standards Stronger demand for loans
Tightening loan standards Stronger demand for loans Large and Large and
Large and Large and Year Quarter medium Small medium Small
Year Quarter medium Small medium Small 1996 4 -8 12 1 4
2004 4 -21 -18 26 26 3 4 2 12 18
8 -20 -4 31 39 2 1 2 10 o4
2 -23 -20 29 38 1 7 4 3 14
1 -18 -11 11 22 1995 4 3 ) 3 7
2003 4 -2 -12 -4 3 6 2 4 25
3 4 -23 -12 2 -6 -7 29 17
2 13 -39 -22 1 -7 -5 35 18
1 22 14 -32 -21 1994 4 17 -18 31 32
2002 4 20 18 -53 -48 3 7 7 31 19
3 21 6 -45 -36 2 12 -9 38 38
2 e g -36 29 1 13 12 26 26
1 45 42 -85 -45 1993 4 -18 9 9 17
2001 4 51 40 -70 -50 3 _19 12 18 14
3 40 32 -563 -42 2 8 2 0 12
2 51 36 -40 -35 1 3 -2 20 32
1 60 45 -50 -30 1992 4 4 5 6 2
2000 4 44 27 -23 -13 3 D) P 9 7
3 34 24 -5 -4 5 1 7 6 o5
2 25 21 -9 5 1 0 -27 -12
1 11 9 9 2 1991 4 5 -30 -25
3 2 0 0 2 16 7 NA NA
2 10 8 0 10 1 36 32 NA NA
1 7 4 20 i
1998 4 36 15 o8 Notes: NA = not available. Figures should be used with caution because the sample size of the survey
is relatively small—about 80 respondents—but they do represent a sizable portion of the market. Small
3 0 -5 9 firms are defined as having sales of less than $50 million. The survey asks the following question to
) -7 2 29 21 gauge lending standards, “Over the past three months, how have your bank’s credit standards for
1 5 5 o6 15 approving applications for C&I loans or credit lines—other than those to be used to finance mergers
and acquisitions—to large and middle-market firms and to small firms changed?” The survey asks the
1997 4 -7 -4 19 19 following question to gauge lending demand, “Apart from normal seasonal variation, how has demand
3 -6 2 13 20 for C&l loans changed over the past three months?”
2 -7 -4 S " Source: U.S. Small Business Administration, Office of Advocacy, from data provided by the Federal
1 -5 -5 5 15 Reserve Board.

(continued, next page)
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APPENDIX B
The Regulatory Flexibility Act
and Executive Order 13272

The following text of the Regulatory Flexibility Act of 1980, as amended,
is taken from Title 5 of the United States Code, Sections 601-612. The
Regulatory Flexibility Act was originally passed in 1980 (PL. 96-354). The
act was amended by the Small Business Regulatory Enforcement Fairness Act

of 1996 (PL. 104-121).

Congressional Findings and Declaration of Purpose
(a) The Congress finds and declares that—

(1) when adopting regulations to protect the health, safety and eco-
nomic welfare of the Nation, Federal agencies should seek to achieve
statutory goals as effectively and efficiently as possible without impos-

ing unnecessary burdens on the public;

(2) laws and regulations designed for application to large scale entities have
been applied uniformly to small businesses, small organizations, and small
governmental jurisdictions even though the problems that gave rise to

government action may not have been caused by those smaller entities;

(3) uniform Federal regulatory and reporting requirements have in
numerous instances imposed unnecessary and disproportionately bur-
densome demands including legal, accounting and consulting costs
upon small businesses, small organizations, and small governmental

jurisdictions with limited resources;

(4) the failure to recognize differences in the scale and resources of
regulated entities has in numerous instances adversely affected com-
petition in the marketplace, discouraged innovation and restricted

improvements in productivity;
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(5) unnecessary regulations create entry barriers in many industries
and discourage potential entrepreneurs from introducing beneficial

products and processes;

(6) the practice of treating all regulated businesses, organizations, and
governmental jurisdictions as equivalent may lead to inefficient use of
regulatory agency resources, enforcement problems and, in some cases,
to actions inconsistent with the legislative intent of health, safety,

environmental and economic welfare legislation;

(7) alternative regulatory approaches which do not conflict with the
stated objectives of applicable statutes may be available which mini-
mize the significant economic impact of rules on small businesses,

small organizations, and small governmental jurisdictions;

(8) the process by which Federal regulations are developed and adopted
should be reformed to require agencies to solicit the ideas and com-
ments of small businesses, small organizations, and small governmental
jurisdictions to examine the impact of proposed and existing rules on

such entities, and to review the continued need for existing rules.

(b) It is the purpose of this Act [enacting this chapter and provisions set out as
notes under this section] to establish as a principle of regulatory issuance that
agencies shall endeavor, consistent with the objectives of the rule and of appli-
cable statutes, to fit regulatory and informational requirements to the scale of the
businesses, organizations, and governmental jurisdictions subject to regulation.
To achieve this principle, agencies are required to solicit and consider flexible
regulatory proposals and to explain the rationale for their actions to assure that

such proposals are given serious consideration.

Regulatory Flexibility Act

§ 601 Definitions

§ 602 Regulatory agenda

§ 603 Initial regulatory flexibility analysis
§ 604 Final regulatory flexibility analysis

§ 605 Avoidance of duplicative or unnecessary analyses

§ 606 Effect on other law

236

§ 607 Preparation of analyses

§ 608 Procedure for waiver or delay of completion
§ 609 Procedures for gathering comments

§ 610 Periodic review of rules

§ 611 Judicial review

§ 612 Reports and intervention rights

$ 601 Definitions

For purposes of this chapter—
(1) the term “agency” means an agency as defined in section 551(1) of this title;

(2) the term “rule” means any rule for which the agency publishes a general
notice of proposed rulemaking pursuant to section 553(b) of this title, or any
other law, including any rule of general applicability governing Federal grants to
State and local governments for which the agency provides an opportunity for
notice and public comment, except that the term “rule” does not include a rule of
particular applicability relating to rates, wages, corporate or financial structures
or reorganizations thereof, prices, facilities, appliances, services, or allowances
therefor or to valuations, costs or accounting, or practices relating to such rates,

wages, structures, prices, appliances, services, or allowances;

(3) the term “small business” has the same meaning as the term “small business
concern” under section 3 of the Small Business Act, unless an agency, after con-
sultation with the Office of Advocacy of the Small Business Administration
and after opportunity for public comment, establishes one or more definitions
of such term which are appropriate to the activities of the agency and publishes
such definition(s) in the Federal Register,

(4) the term “small organization” means any not-for-profit enterprise which
is independently owned and operated and is not dominant in its field, unless
an agency establishes, after opportunity for public comment, one or more
definitions of such term which are appropriate to the activities of the agency
and publishes such definition(s) in the Federal Register,

(5) the term “small governmental jurisdiction” means governments of cities,
counties, towns, townships, villages, school districts, or special districts, with

a population of less than fifty thousand, unless an agency establishes, after
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opportunity for public comment, one or more definitions of such term which
are appropriate to the activities of the agency and which are based on such
factors as location in rural or sparsely populated areas or limited revenues due
to the population of such jurisdiction, and publishes such definition(s) in the
Federal Reguster,

(6) the term “small entity” shall have the same meaning as the terms “small
business,” “small organization” and “small governmental jurisdiction” defined

in paragraphs (3), (4) and (5) of this section; and
(7) the term “collection of information™—

(A) means the obtaining, causing to be obtained, soliciting, or requir-
ing the disclosure to third parties or the public, of facts or opinions by
or for an agency, regardless of form or format, calling for either—

(1) answers to identical questions posed to, or identical report-
ing or recordkeeping requirements imposed on, 10 or more
persons, other than agencies, instrumentalities, or employees
of the United States; or

(ii) answers to questions posed to agencies, instrumentalities,
or employees of the United States which are to be used for

general statistical purposes; and

(B) shall not include a collection of information described under section

3518(c)(1) of title 44, United States Code.

(8) Recordkeeping requirement—The term “recordkeeping requirement”
means a requirement imposed by an agency on persons to maintain specified
records.

$ 602. Regulatory agenda
(a) During the months of October and April of each year, each agency shall pub-
lish in the Federal Register a regulatory flexibility agenda which shall contain—

(1) a brief description of the subject area of any rule which the agency
expects to propose or promulgate which is likely to have a significant
economic impact on a substantial number of small entities;
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(2) a summary of the nature of any such rule under consideration for
each subject area listed in the agenda pursuant to paragraph (1), the
objectives and legal basis for the issuance of the rule, and an approxi-
mate schedule for completing action on any rule for which the agency

has issued a general notice of proposed rulemaking, and

(3) the name and telephone number of an agency official knowledgeable

concerning the items listed in paragraph (1).

(b) Each regulatory flexibility agenda shall be transmitted to the Chief Counsel

for Advocacy of the Small Business Administration for comment, if any.

(c) Each agency shall endeavor to provide notice of each regulatory flexibility
agenda to small entities or their representatives through direct notification or
publication of the agenda in publications likely to be obtained by such small

entities and shall invite comments upon each subject area on the agenda.

(d) Nothing in this section precludes an agency from considering or acting on
any matter not included in a regulatory flexibility agenda, or requires an agency
to consider or act on any matter listed in such agenda.

$ 603. Initial regulatory flexibility analysis

(a) Whenever an agency is required by section 553 of this title, or any other
law, to publish general notice of proposed rulemaking for any proposed rule,
or publishes a notice of proposed rulemaking for an interpretative rule involv-
ing the internal revenue laws of the United States, the agency shall prepare
and make available for public comment an initial regulatory flexibility analysis.
Such analysis shall describe the impact of the proposed rule on small entities.
The initial regulatory flexibility analysis or a summary shall be published in
the Federal Register at the time of the publication of general notice of pro-
posed rulemaking for the rule. The agency shall transmit a copy of the initial
regulatory flexibility analysis to the Chief Counsel for Advocacy of the Small
Business Administration. In the case of an interpretative rule involving the
internal revenue laws of the United States, this chapter applies to interpretative
rules published in the Federal Register for codification in the Code of Federal
Regulations, but only to the extent that such interpretative rules impose on
small entities a collection of information requirement.
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(b) Each initial regulatory flexibility analysis required under this section shall
contain—

(1) a description of the reasons why action by the agency is being
considered;

(2) a succinct statement of the objectives of, and legal basis for, the

proposed rule;

(3) a description of and, where feasible, an estimate of the number of
small entities to which the proposed rule will apply;

(4) a description of the projected reporting, recordkeeping and other
compliance requirements of the proposed rule, including an estimate
of the classes of small entities which will be subject to the require-
ment and the type of professional skills necessary for preparation of

the report or record,;

(5) an identification, to the extent practicable, of all relevant Federal

rules which may duplicate, overlap or conflict with the proposed rule.

(c) Each initial regulatory flexibility analysis shall also contain a description of any
significant alternatives to the proposed rule which accomplish the stated objectives
of applicable statutes and which minimize any significant economic impact of the
proposed rule on small entities. Consistent with the stated objectives of applicable
statutes, the analysis shall discuss significant alternatives such as—

(1) the establishment of differing compliance or reporting require-
ments or timetables that take into account the resources available to

small entities;

(2) the clarification, consolidation, or simplification of compliance and

reporting requirements under the rule for such small entities;
(3) the use of performance rather than design standards; and

(4) an exemption from coverage of the rule, or any part thereof, for such

small entities.

$ 604. Final regulatory flexibility analysis

(a) When an agency promulgates a final rule under section 553 of this title,
after being required by that section or any other law to publish a general notice
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of proposed rulemaking, or promulgates a final interpretative rule involving the
internal revenue laws of the United States as described in section 603(a), the
agency shall prepare a final regulatory flexibility analysis. Each final regulatory
flexibility analysis shall contain—

(1) a succinct statement of the need for, and objectives of, the rule;

(2) a summary of the significant issues raised by the public comments
in response to the initial regulatory flexibility analysis, a summary of
the assessment of the agency of such issues, and a statement of any

changes made in the proposed rule as a result of such comments;

(3) a description of and an estimate of the number of small entities to
which the rule will apply or an explanation of why no such estimate

is available;

(4) a description of the projected reporting, recordkeeping and other
compliance requirements of the rule, including an estimate of the
classes of small entities which will be subject to the requirement and
the type of professional skills necessary for preparation of the report
or record; and

(5) a description of the steps the agency has taken to minimize the
significant economic impact on small entities consistent with the
stated objectives of applicable statutes, including a statement of the
factual, policy, and legal reasons for selecting the alternative adopted
in the final rule and why each one of the other significant alternatives
to the rule considered by the agency which affect the impact on small

entities was rejected.

(b) The agency shall make copies of the final regulatory flexibility analysis
available to members of the public and shall publish in the Federal Register

such analysis or a summary thereof..

$ 605. Avoidance of duplicative or unnecessary analyses

(a) Any Federal agency may perform the analyses required by sections 602,
603, and 604 of this title in conjunction with or as a part of any other agenda or
analysis required by any other law if such other analysis satisfies the provisions

of such sections.
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(b) Sections 603 and 604 of this title shall not apply to any proposed or final
rule if the head of the agency certifies that the rule will not, if promulgated,
have a significant economic impact on a substantial number of small entities.
If the head of the agency makes a certification under the preceding sentence,
the agency shall publish such certification in the Federal Register at the time of
publication of general notice of proposed rulemaking for the rule or at the time
of publication of the final rule, along with a statement providing the factual basis
for such certification. The agency shall provide such certification and statement
to the Chief Counsel for Advocacy of the Small Business Administration.

(c) In order to avoid duplicative action, an agency may consider a series of

closely related rules as one rule for the purposes of sections 602, 603, 604 and
610 of this title.

$ 606. Effect on other law

The requirements of sections 603 and 604 of this title do not alter in any manner
standards otherwise applicable by law to agency action.

$ 607. Preparation of analyses

In complying with the provisions of sections 603 and 604 of this title, an agency
may provide either a quantifiable or numerical description of the effects of a
proposed rule or alternatives to the proposed rule, or more general descriptive

statements if quantification is not practicable or reliable.

$ 608. Procedure for waiver or delay of completion

(a) An agency head may waive or delay the completion of some or all of the
requirements of section 603 of this title by publishing in the Federal Register,
not later than the date of publication of the final rule, a written finding, with
reasons therefor, that the final rule is being promulgated in response to an
emergency that makes compliance or timely compliance with the provisions of
section 603 of this title impracticable.

(b) Except as provided in section 605(b), an agency head may not waive the
requirements of section 604 of this title. An agency head may delay the com-
pletion of the requirements of section 604 of this title for a period of not
more than one hundred and eighty days after the date of publication in the
Federal Register of a final rule by publishing in the Federal Register, not later
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than such date of publication, a written finding, with reasons therefor, that the
final rule is being promulgated in response to an emergency that makes timely
compliance with the provisions of section 604 of this title impracticable. If the
agency has not prepared a final regulatory analysis pursuant to section 604 of
this title within one hundred and eighty days from the date of publication of
the final rule, such rule shall lapse and have no effect. Such rule shall not be
repromulgated until a final regulatory flexibility analysis has been completed
by the agency.

$ 609. Procedures for gathering comments

(a) When any rule is promulgated which will have a significant economic
impact on a substantial number of small entities, the head of the agency pro-
mulgating the rule or the official of the agency with statutory responsibil-
ity for the promulgation of the rule shall assure that small entities have been
given an opportunity to participate in the rulemaking for the rule through the
reasonable use of techniques such as—

(1) the inclusion in an advance notice of proposed rulemaking, if
issued, of a statement that the proposed rule may have a significant
economic effect on a substantial number of small entities;

(2) the publication of general notice of proposed rulemaking in publi-
cations likely to be obtained by small entities;

(3) the direct notification of interested small entities;

(4) the conduct of open conferences or public hearings concerning
the rule for small entities including soliciting and receiving comments

over computer networks; and

(5) the adoption or modification of agency procedural rules to reduce the
cost or complexity of participation in the rulemaking by small entities.

(b) Prior to publication of an initial regulatory flexibility analysis which a

covered agency is required to conduct by this chapter—

(1) a covered agency shall notify the Chief Counsel for Advocacy of
the Small Business Administration and provide the Chief Counsel
with information on the potential impacts of the proposed rule on
small entities and the type of small entities that might be affected,

243



(2) not later than 15 days after the date of receipt of the materials
described in paragraph (1), the Chief Counsel shall identify individu-
als representative of affected small entities for the purpose of obtaining
advice and recommendations from those individuals about the potential

impacts of the proposed rule;

(3) the agency shall convene a review panel for such rule consist-
ing wholly of full time Federal employees of the office within the
agency responsible for carrying out the proposed rule, the Office of
Information and Regulatory Affairs within the Office of Management

and Budget, and the Chief Counsel;

(4) the panel shall review any material the agency has prepared in con-
nection with this chapter, including any draft proposed rule, collect
advice and recommendations of each individual small entity repre-
sentative identified by the agency after consultation with the Chief
Counsel, on issues related to subsections 603(b), paragraphs (3), (4)
and (5) and 603(c);

(5) not later than 60 days after the date a covered agency convenes a
review panel pursuant to paragraph (3), the review panel shall report
on the comments of the small entity representatives and its findings as
to issues related to subsections 603(b), paragraphs (3), (4) and (5) and
603(c), provided that such report shall be made public as part of the

rulemaking record; and

(6) where appropriate, the agency shall modify the proposed rule, the
initial regulatory flexibility analysis or the decision on whether an ini-

tial regulatory flexibility analysis is required.

(c) An agency may in its discretion apply subsection (b) to rules that the agency
intends to certify under subsection 605(b), but the agency believes may have

a greater than de minimis impact on a substantial number of small entities.

(d) For purposes of this section, the term “covered agency” means the
Environmental Protection Agency and the Occupational Safety and Health
Administration of the Department of Labor.
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(e) The Chief Counsel for Advocacy, in consultation with the individuals
identified in subsection (b)(2), and with the Administrator of the Office of
Information and Regulatory Affairs within the Office of Management and
Budget, may waive the requirements of subsections (b)(3), (b)(4), and (b)(5)
by including in the rulemaking record a written finding, with reasons therefor,
that those requirements would not advance the effective participation of small
entities in the rulemaking process. For purposes of this subsection, the factors

to be considered in making such a finding are as follows:

(1) In developing a proposed rule, the extent to which the covered
agency consulted with individuals representative of affected small
entities with respect to the potential impacts of the rule and took such
concerns into consideration.

(2) Special circumstances requiring prompt issuance of the rule.

(3) Whether the requirements of subsection (b) would provide the
individuals identified in subsection (b)(2) with a competitive advan-

tage relative to other small entities.

$ 610. Periodic review of rules

(a) Within one hundred and eighty days after the effective date of this chapter,
each agency shall publish in the Federal Register a plan for the periodic review
of the rules issued by the agency which have or will have a significant economic
impact upon a substantial number of small entities. Such plan may be amended
by the agency at any time by publishing the revision in the Federal Register.
The purpose of the review shall be to determine whether such rules should
be continued without change, or should be amended or rescinded, consistent
with the stated objectives of applicable statutes, to minimize any significant
economic impact of the rules upon a substantial number of such small entities.
The plan shall provide for the review of all such agency rules existing on the
effective date of this chapter within ten years of that date and for the review
of such rules adopted after the effective date of this chapter within ten years
of the publication of such rules as the final rule. If the head of the agency
determines that completion of the review of existing rules is not feasible by
the established date, he shall so certify in a statement published in the Federal
Register and may extend the completion date by one year at a time for a total

of not more than five years.

245



(b) In reviewing rules to minimize any significant economic impact of the rule

on a substantial number of small entities in a manner consistent with the stated

objectives of applicable statutes, the agency shall consider the following factors—

(1) the continued need for the rule;

(2) the nature of complaints or comments received concerning the rule
from the public;

(3) the complexity of the rule;

(4) the extent to which the rule overlaps, duplicates or conflicts with
other Federal rules, and, to the extent feasible, with State and local

governmental rules; and

(5) the length of time since the rule has been evaluated or the degree to
which technology, economic conditions, or other factors have changed
in the area affected by the rule.

(c) Each year, each agency shall publish in the Federal Register a list of the rules

which have a significant economic impact on a substantial number of small enti-

ties, which are to be reviewed pursuant to this section during the succeeding
twelve months. The list shall include a brief description of each rule and the need

for and legal basis of such rule and shall invite public comment upon the rule.

$ 611. Judicial review

(a)
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(1) For any rule subject to this chapter, a small entity that is adversely
affected or aggrieved by final agency action is entitled to judicial
review of agency compliance with the requirements of sections 601,
604, 605(b), 608(b), and 610 in accordance with chapter 7. Agency
compliance with sections 607 and 609(a) shall be judicially reviewable
in connection with judicial review of section 604.

(2) Each court having jurisdiction to review such rule for compliance
with section 553, or under any other provision of law, shall have juris-
diction to review any claims of noncompliance with sections 601, 604,
605(b), 608(b), and 610 in accordance with chapter 7. Agency com-
pliance with sections 607 and 609(a) shall be judicially reviewable in
connection with judicial review of section 604.

(3) (A) A small entity may seek such review during the period begin-
ning on the date of final agency action and ending one year later,
except that where a provision of law requires that an action chal-
lenging a final agency action be commenced before the expiration
of one year, such lesser period shall apply to an action for judicial
review under this section.

(B) In the case where an agency delays the issuance of a final
regulatory flexibility analysis pursuant to section 608(b) of this
chapter, an action for judicial review under this section shall be
filed not later than—

(i) one year after the date the analysis is made available
to the public, or

(ii) where a provision of law requires that an action
challenging a final agency regulation be commenced
before the expiration of the 1-year period, the number
of days specified in such provision of law that is after

the date the analysis is made available to the public.

(4) In granting any relief in an action under this section, the court shall
order the agency to take corrective action consistent with this chapter
and chapter 7, including, but not limited to—

(A) remanding the rule to the agency, and

(B) deferring the enforcement of the rule against small enti-
ties unless the court finds that continued enforcement of the

rule is in the public interest.

(5) Nothing in this subsection shall be construed to limit the authority
of any court to stay the effective date of any rule or provision thereof
under any other provision of law or to grant any other relief in addition

to the requirements of this section.

(b) In an action for the judicial review of a rule, the regulatory flexibility
analysis for such rule, including an analysis prepared or corrected pursuant to
paragraph (a)(4), shall constitute part of the entire record of agency action in

connection with such review.
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(c) Compliance or noncompliance by an agency with the provisions of this
chapter shall be subject to judicial review only in accordance with this section.

(d) Nothing in this section bars judicial review of any other impact statement
or similar analysis required by any other law if judicial review of such statement

or analysis is otherwise permitted by law.

$ 612. Reports and intervention rights
(a) The Chief Counsel for Advocacy of the Small Business Administration

shall monitor agency compliance with this chapter and shall report at least
annually thereon to the President and to the Committees on the Judiciary and

Small Business of the Senate and House of Representatives.

(b) The Chief Counsel for Advocacy of the Small Business Administration is
authorized to appear as amicus curiae in any action brought in a court of the
United States to review a rule. In any such action, the Chief Counsel is autho-
rized to present his or her views with respect to compliance with this chapter,
the adequacy of the rulemaking record with respect to small entities and the
effect of the rule on small entities.

(c) A court of the United States shall grant the application of the Chief
Counsel for Advocacy of the Small Business Administration to appear in any
such action for the purposes described in subsection (b).

248

Federal Register
Vol. 67, No. 159

Friday, August 16, 2002

Presidential Documents

Title 3—

The President

Executive Order 13272 of August 13, 2002

Proper Consideration of Small Entities in Agency Rulemaking

By the authority vested in me as President by the Constitution and the
laws of the United States of America, it is hereby ordered as follows:

Section 1. General Requirements. Each agency shall establish procedures
and policies to promote compliance with the Regulatory Flexibility Act,
as amended (5 U.S.C. 601 et seq.) (the “Act”). Agencies shall thoroughly
review draft rules to assess and take appropriate account of the potential
impact on small businesses, small governmental jurisdictions, and small
organizations, as provided by the Act. The Chief Counsel for Advocacy
of the Small Business Administration (Advocacy) shall remain available
to advise agencies in performing that review consistent with the provisions
of the Act.

Sec. 2. Responsibilities of Advocacy. Consistent with the requirements of
the Act, other applicable law, and Executive Order 12866 of September
30, 1993, as amended, Advocacy:

(a) shall notify agency heads from time to time of the requirements of
the Act, including by issuing notifications with respect to the basic require-
ments of the Act within 90 days of the date of this order;

(b) shall provide training to agencies on compliance with the Act; and

(c) may provide comment on draft rules to the agency that has proposed
or intends to propose the rules and to the Office of Information and Regu-
latory Affairs of the Office of Management and Budget (OIRA).

Sec. 3. Responsibilities of Federal Agencies. Consistent with the requirements
of the Act and applicable law, agencies shall:

(a) Within 180 days of the date of this order, issue written procedures
and policies, consistent with the Act, to ensure that the potential impacts
of agencies’ draft rules on small businesses, small governmental jurisdictions,
and small organizations are properly considered during the rulemaking proc-
ess. Agency heads shall submit, no later than 90 days from the date of
this order, their written procedures and policies to Advocacy for comment.
Prior to issuing final procedures and policies, agencies shall consider any
such comments received within 60 days from the date of the submission
of the agencies’ procedures and policies to Advocacy. Except to the extent
otherwise specifically provided by statute or Executive Order, agencies shall
make the final procedures and policies available to the public through
the Internet or other easily accessible means;

(b) Notify Advocacy of any draft rules that may have a significant economic
impact on a substantial number of small entities under the Act. Such notifica-
tions shall be made (i) when the agency submits a draft rule to OIRA
under Executive Order 12866 if that order requires such submission, or
(ii) if no submission to OIRA is so required, at a reasonable time prior
to publication of the rule by the agency; and

(c) Give every appropriate consideration to any comments provided by
Advocacy regarding a draft rule. Consistent with applicable law and appro-
priate protection of executive deliberations and legal privileges, an agency
shall include, in any explanation or discussion accompanying publication
in the Federal Register of a final rule, the agency’s response to any written
comments submitted by Advocacy on the proposed rule that preceded the
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final rule; provided, however, that such inclusion is not required if the
head of the agency certifies that the public interest is not served thereby.
Agencies and Advocacy may, to the extent permitted by law, engage in
an exchange of data and research, as appropriate, to foster the purposes
of the Act.

Sec. 4. Definitions. Terms defined in section 601 of title 5, United States
Code, including the term “agency,” shall have the same meaning in this
order.

Sec. 5. Preservation of Authority. Nothing in this order shall be construed
to impair or affect the authority of the Administrator of the Small Business
Administration to supervise the Small Business Administration as provided
in the first sentence of section 2(b)(1) of Public Law 85-09536 (15 U.S.C.
633(b)(1)).

Sec. 6. Reporting. For the purpose of promoting compliance with this order,
Advocacy shall submit a report not less than annually to the Director of
the Office of Management and Budget on the extent of compliance with
this order by agencies.

Sec. 7. Confidentiality. Consistent with existing law, Advocacy may publicly
disclose information that it receives from the agencies in the course of
carrying out this order only to the extent that such information already
has been lawfully and publicly disclosed by OIRA or the relevant rulemaking
agency.

Sec. 8. Judicial Review. This order is intended only to improve the internal
management of the Federal Government. This order is not intended to,
and does not, create any right or benefit, substantive or procedural, enforce-
able at law or equity, against the United States, its departments, agencies,
or other entities, its officers or employees, or any other person.

THE WHITE HOUSE,
August 13, 2002.
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and federal procurement, 41

financing of, 15

industry, 222 (table)

innovation by, 183

minority-owned, 59

and regulation, 7

by size of firm, 216 (table)

by state, 214 (zable), 219 (table)

and the tax code, 145

turnover in, 224 (table), 228 (table)

California
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
Proposition 209, 97
RFA legislation in, 172 (table)
Canada and minority business
ownership, 73
Capital expenditures, 20, 21 (zable),
22 (table)
Carter, President Jimmy, 160
Caucasians, See White Americans
Cavaluzzo, Ken, on loan denial rates, 91
Cayton, Horace, on business traditions
and African Americans, 86
Cellular Telecommunications and Internet
Association, 169
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Census Bureau
minority business data of, 71, 73
Chan, Tsze, on New Jersey’s set-aside
program, 94
Characteristics of Business Owners, 96, 98
on African Africans and business, 90
on education levels, 84
on minority-owned businesses, 75
Chatterji, Ronnie, on set-aside
programs, 96
Chay, Kenneth Y., on set-aside
programs, 96
Children, See Dependents
Cities
number of business owners in,
230 (table)
Clinton, President William Jefferson, 160
Coate, Stephen, on labor market
discrimination, 89
Colorado
business turnover in, 214 (Zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 172 (zable), 180
Colorado Department of Regulatory
Agencies, 180
Commerce, U.S. Department of
regulatory comments to, 168 (charz)
procurement by, 48 (zable), 52 (table)
SBIR contracting by, 53
Commercial and industrial loans,
211 (table)
Commission on National
and Community Service
procurement by, 48 (table)
Commodity Futures Trading Commission
procurement by, 48 (zable)
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Community Reinvestment Act, 23
Compensation cost index, 211 (zable)
Competition and innovation, 198
Complexity of tax code, 145
Compliance costs as measure of tax
complexity, 149
Computers
and business success, 111
innovations in, 193
and minority business outcomes, 93
and RFA training, 166
Connecticut
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 171, 172 (table)
Construction industry
businesses by firm size in, 222 (table)
and discrimination, 89
minority business networks in, 87
Consumer discrimination, 90
Consumer price index, 211 (zable)
Consumer Product Safety Commission
procurement by, 48 (zable)
Contract bundling, 43
Contract novation, 43
Contracting, See Procurement
Contractions of businesses, 224 (table)
Corporations
borrowing by, 20, 24
profits of, 210 (zable)
Crain, W. Mark
on tax compliance burden, 145, 150
Credit cards, 17, 27
Credit markets and discrimination, 90
Cuban Americans and ethnic enclaves, 88
Current Population Survey
data on minority self-employment, 61

D.C. Circuit Court
U.S. Telecom Assoc. and CenturyTel,
Inc. v. FCC, 169
Deaths of firms, See Business closures
Debt as a source of funds, 22 (zable)
Defense, U.S. Department of
procurement by, 45, 47 (table),
48 (table), 52 (table)
SBIR contracting by, 53
Defense and set-aside programs, 94
Delaware
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 172 (table)
Demographics
of businesses, 9
of the self-employed, 230 (zable)
of veteran business owners, 114 (zable),
128 (table)
Department of, See next word
in organizational name
Dependents of veterans, 114 (table),
116 (table), 128 (table), 129 (table),
130 (zable), 132 (table)
Depreciation, 21 (table)
Disabilities
business owners with, 230 (zable)
self-employed with, 10
veterans with, 114 (table), 116 (table),
118 (table), 119 (table), 121 (table),
122 (table), 123 (table), 124 (table),
128 (table), 129 (table), 131 (table),
132 (table), 133 (table), 139
140 (table), 141 (table)
Discrimination and minority business
success, 89
Disparity in set-aside programs, 95

District of Columbia
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 173 (zable)
Drake, St. Clair, on business traditions
and African Americans, 86
Du Bois, W.E.B., on business traditions
and African Americans, 86

Earnings, by race, 77, 78 (table)
Economic Report of the President, 5
Economy

downturn, 6

growth, 16
Edison, Thomas, 191
Edmiston, Kelly, on measuring tax

complexity, 150

Education
of business owners, 230 (table)
and business success, 111
and innovation, 203
and minority business success, 77
and minority self-employment, 84
racial differences in, 92
and self-employment, 10
of veterans, 114 (table), 122 (table),

123 (table), 124 (table), 127,

128 (table), 129 (table), 132 (table),
133 (table), 140 140 (table),

141 (table)

Education, U.S. Department of
procurement by, 48 (able), 52 (table)
SBIR contracting by, 53

Educational services industry, 222 (zable)

8A procurement, 55 (fable), 58 (table)

Electronic procurement, 44

Employee benefits, 211 (zable)
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Employers, 8 (table), 206 (table)
by firm size, 216 (zable)
by industry, 222 (table)
by state, 219 (table)
turnover in, 224 (table)
Employment, 211 (zable)
from business births, 8
by firm size, 216 (table)
by industry, 222 (table)
by minority-owned businesses, 61, 74
by small businesses, 5
by type of business change, 224 (table),
228 (table)
See also Jobs
Employment and Earnings, 62
Energy, U.S. Department of
procurement by, 47 (zable), 48 (table),
52 (table)
SBIR contracting by, 53
Entrepreneurship, 5
and poverty, 60
See also Business owners, Innovation,
Minorities, Veterans
Environmental Protection Agency
procurement by, 49 (zable), 52 (table)
regulatory comments to, 168 (charz)
SBREFA requirements of, 163
Equal Employment Opportunity
Commission
procurement by, 49 (zable)
Equipment loans, 32
Equity markets, 6, 32, 21 (zable)
E-rulemaking in states, 179, 180
Establishments
births, 7 (table), 8
closures, 7 (table)
by firm size, 216 (table)
number of, 206 (zable)
openings and closings of, 228 (zable)

Ethnic enclaves, 88
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Ethnicities
of business owners, 230 (table)
business owners with multiple,
230 (table)
Executive Office of the President
procurement by, 49 (table), 52 (table)
Executive Order 12866, 161
Executive Order 13272, 161, 164
requirements of, 165
text of, 249
training requirements of, 166
Exit rate in minority-owned businesses, 83
Expansions of businesses, 224 (table)
Experience
and minority business success, 87
racial differences in, 92
of veterans, 117, 120, 121 (table),
122 (table), 133, 134 (table)

Failure

reasons for (in minority-owned
businesses), 77
See also Business closures

Fairlie, Robert

on African American business
outcomes, 91

on African American self-
employment, 86

on education and minority businesses, 84

on ethnic enclaves, 89

on minority assets, 82

on racial differences in self-
employment, 73

on set-aside programs, 96

on work experience, 87

Family business capital and minorities, 85

Farm income, 210 (zable)

Federal Communications Commission
court order on regulation, 169
regulatory comments to, 168 (charz)

Federal contracting, See Procurement

Federal Deposit Insurance Corporation
regulatory comments to, 168 (chart)
Federal Election Commission
procurement by, 49 (table)
Federal government borrowing, 17,
19 (table)
Federal Maritime Commission
procurement by, 49 (table)
Federal Open Market Committee, 16
Federal procurement, See Procurement
Federal Procurement Data System, 43
Federal Procurement Policy, Office of, 43
Federal Reserve Board, 16
regulatory comments to, 168 (chart)
Federal Trade Commission
procurement by, 49 (table)
regulatory comments to, 168 (charz)
Final regulatory flexibility analysis, 162
Finance and insurance
businesses by firm size in, 222 (table)
lending by, 32
Finance company lending, 33 (able)
Financial capital
and business opportunities, 91
racial differences in, 92
Financing, 7, 15
and innovation, 203
sources of, 21 (table), 22 (table)
uses of, 21 (table), 22 (table)
See also Banks, Borrowing, Lending,
Loans
Fiscal policy, 15
Fishing, See Agriculture, forestry, fishing,
and hunting
Florida
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 173 (table)
Food services industry, 222 (table)

Foreign borrowing, 19 (zable)
Forestry, See Agriculture, forestry,
fishing, and hunting
FPDS-NG system, 43
Fratoe, F., on business role models
and African Americans, 87
Frazier, E. Franklin, on business traditions

and African Americans, 86

Gender
of veterans, 114 (table), 128 (table)
See also Women
General Services Administration
procurement by, 49 (zable), 52 (table)
General Social Survey, 71
Georgia
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 173 (zable)
Gordon, David, on tax rules vs.
discretion, 146
Government programs
veterans’ use of, 117, 122, 124 (zable),
125 (table), 126 (table), 138,
140 (table), 141 (table), 142,
143 (table)
Government role in innovation, 202
Gross domestic product, 6, 7 (zable), 15,
210 (table)
implicit price deflator, 211 (zable)
Guam
RFA legislation in, 173 (zable)

Hawaii
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)

RFA legislation in, 173 (zable)
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Health and Human Services,
Department of
procurement by, 48 (table), 52 (table)
regulatory comments to, 168 (charz)
SBIR contracting by, 53
Health care industry, 222 (fable)
Henderson, Rebecca, on reasons for
large firm caution, 197
Heyndels, Bruno, on defining tax
complexity, 150
High technology firms and innovation, 200
Highway construction
and set-aside programs, 94
Hispanic Americans
number of business owners, 230 (able)
self~employment of, 9
See also Latin Americans
Home-based businesses of veterans, 115,
116 (table), 117,127,129 (table),
130 (table)
Home ownership and minority self-
employment, 81
Homeland Security, U.S. Department of
procurement by, 48 (table), 52 (table)
Hours worked, 210 (zable)
Household survey, 13
Households
borrowing by, 17, 19 (zable), 20
spending by, 15
Housing and Urban Development,
U.S. Department of
procurement by, 48 (table), 52 (table)
Housing market and borrowing, 20
Hout, Michael, on family business
capital, 86
Human capital
and minority self-employment, 84
racial differences in, 92
Hunting, See Agriculture, forestry,
fishing, and hunting
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Idaho
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 173 (zable)
Illinois
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 173 (table)
Income, 5, 7, 22 (table), 210 (table)
Indiana
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 174 (zable)
Industries
employer and nonemployers firms in,
222 (table)
Industry concentration
and African Americans, 88
Inflation, 6, 7, 15, 211 (table)
Information industry, 222 (zable)
Inheritances and minority business
success, 87
Initial public offerings, 32, 34
Initial regulatory flexibility analysis, 161
Innovation, 183
competition and, 198
and entrepreneurial activity, 203
financial rewards for, 191
government role in, 202
investment in, 200
large firm role, 188
outsourcing by large firms, 200
prestige in, 191
psychic rewards to, 195
reasons for, 191

reasons for large firm caution, 197
returns to, 192
small firm role in, 184
technological change, 197
Innovation and Information
Consultants, Inc., 44
Insurance industry, 222 (table)
Intel Corporation
microprocessor innovations, 188
Interest rates, 7, 15, 16, 18 (table)
prime rate, 211 (table)
Interior, U.S. Department of
procurement by, 48 (zable), 52 (table)
Internal Revenue Service
SBREFA requirements of, 163
International development
and set-aside programs, 94
International Trade Commission
procurement by, 49 (table)
Internet
and business success, 111
and veterans, 117, 118 (table, 132,
133 (table)
Inventions, 184, 186 (zable)
Inventory, 22 (table)
borrowing to finance, 20
Investment, 21 (table), 22 (table)
in innovation, 200
Towa
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 174 (rable)

Job Openings and Labor Turnover Survey
(JOLTS), 13
Jobs
creation of, 6
data on, 13
and veterans, 117, 118 (zable)

See also Employment
Joint Center for Economic Studies, 96
Joint Committee on Taxation, 147
Judicial review, 163
Justice, U.S. Department of
procurement by, 49 (table), 52 (table)

Kansas
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 174 (zable)
Kaplan, Sarah, on reasons for large firm
caution, 197
Kawaguchi, Daiji, on earnings
and minority businesses, 90
Kentucky
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 171, 174 (table), 179
Korean conflict veterans, 110
Koreans and financial capital, 92

Labor, U.S. Department of
procurement by, 49 (table), 52 (table)
regulatory comments to, 168 (charz)

Labor market, 6
data on, 13

Language ability and Latin American

self-employment, 85

Large firms
adversity to risk, 196
and R&D, 196
role in innovation, 188, 197

Latin Americans
assets of, 82
and business sales and employment, 74,

76 (table)
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and business success, 75
and business survival, 76
education of, 84
and entrepreneurship, 60
and ethnic enclaves, 88
immigrant vs. native-born, 83
in the labor force, 63 (zable)
language ability and self-employment
of, 85
and lending discrimination, 91
and men’s self-employment,
67 (table), 72
self-employment by, 62, 63 (able),
65 (chart), 67 (table)
self-employment earnings of, 77,
78 (table)
self-employment in Canada, 73,
74 (table)
self-employment in the
United Kingdom, 74 (table)
and women’s self-employment, 65,
66 (chart), 69 (table), 72
women’s self-employment earnings
of, 79
See also Hispanic Americans
Lending
by banks, 23, 29 (able), 30 (table)
and discrimination, 89
by finance companies, 32, 33 (zable)
See also Banks, Borrowing, Financing,
Loans
Levi and Strauss, 203
Loans
amount of, 24 (table), 25 (table),
26 (table)
by commercial banks, 23
number of, 24 (table), 25 (table),
26 (table)
See also Banks, Borrowing, Financing,

Lending
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Local governments
borrowing, 17, 19 (zable)
minority set-aside programs of, 93, 96
Lottery, innovation as, 194
Louisiana
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 174 (zable)
Lowrey, Ying, on minority-owned
businesses, 76

Maine
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 174 (zable)
Management and Budget, Office of
role in regulatory review, 160
Management of companies industry,
222 (table)
Manufacturing industry
businesses by firm size in, 222 (table)
sales in, 210 (zable)
Marion, Justin, on set-aside programs, 97
Marital status
and business success, 111
of veterans, 114 (table), 115, 116 (table),
128 (table), 130 (table)
Market forces and innovation, 183, 189
Marshall, Alfred, on innovation, 189
Maryland
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 174 (table)

Massachusetts
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 174 (table)
Men
business owners, 230 (table)
self-employment of, 67 (zable), 71
self-employment earnings by race, 79
veterans, 114 (table), 128 (table)
See also Gender, Women
Mexican Americans
assets of, 82
and ethnic enclaves, 88
language ability and self-employment
of, 85
Meyer, Bruce
on African American self-
employment, 86
on consumer discrimination, 90
Michigan
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 174 (table)
Microenterprise
data on, 10
See also Nonemployers, Sole
proprietorships, Unincorporated
businesses
Microprocessor innovations, 188
Mining industry, 222 (zable)
Minnesota
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 175 (table)

Minorities
business exit rates, 83
and discrimination, 89
education of, 84
family capital and self-employment of, 85
and financial capital, 91
human capital and self-employment
of, 84
inheritances and business success, 87
and men’s self-employment,
67 (table), 71
networking by, 87
and role models, 87
self-employment of, 9, 62, 63 (zable),
65 (chart), 67 (table)
and wealth, 91
and women’s self-employment, 65,
66 (chart), 69 (table), 72
work experience of, 87
See also Minority-owned businesses
Minority Business Enterprise Legal
Defense and Education Fund, 93
Minority—owned businesses, 59
in Canada, 73, 74 (table)
earnings of, 77, 78 (table)
procurement from, 53, 55 (zable),
56 (table)
success and failure in, 77
in the United Kingdom, 73, 74 (rable)
See also Minorities
Mississippi
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 175 (table)
Missouri
business turnover in, 214 (zable)
employers and nonemployers by size in,

219 (table)
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number of businesses in, 212 (zable)
RFA legislation in, 171, 175 (zable)
Monetary policy, 15, 16
Montana
business turnover in, 214 (Zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 175 (table)
Mortgages as source of funds, 22 (zable)
Mudd, Shannon, on measuring tax
complexity, 150
Myers, Samuel, on New Jersey’s set-aside
program, 94
Myrdal, Gunnar, on business traditions
and African Americans, 86

NASDAQ, 6
National Aeronautics and Space
Administration
procurement by, 47 (zable), 49 (table),
52 (table)
SBIR contracting by, 53
and set-aside programs, 94
National Archives and Records
Administration
procurement by, 50 (zable), 52 (table)
National Federation of Independent
Business
Small Business Problems
and Priorities, 112
small business survey by, 14
National Foundation on the Arts
and the Humanities
procurement by, 50 (zable)
National Labor Relations Board
procurement by, 50 (zable)
National Mediation Board
procurement by, 50 (zable)
National Science Foundation

data on R&D funding, 187
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procurement by, 50 (zable)
SBIR contracting by, 53
National Survey of Veterans, 111
National Telephone Cooperative
Association, 169
National Transportation Safety Board
procurement by, 50 (zable)
Native-born business owners, 230 (Zable)
Nebraska
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 175 (zable)
Networks and minority businesses, 87
Nevada
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 175 (zable)
New Hampshire
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 175 (zable)
New Jersey
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
minority set-aside program of, 94
number of businesses in, 212 (zable)
RFA legislation in, 176 (zable)
New Mexico
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 176 (table)

New York

business turnover in, 214 (zable)

employers and nonemployers by size in,
219 (table)

minority business networking in, 87

number of businesses in, 212 (#able)

RFA legislation in, 176 (zable)

Nonemployer firms, 10

data on, 12

by firm size, 216 (zable)

number of, 206 (zable)

by state, 219 (table)

See also Microenterprise, Sole
proprietorships, Unincorporated
businesses

Nordhaus, William D., on returns to
innovation, 192
North Carolina

business turnover in, 214 (table)

employers and nonemployers by size in,
219 (table)

number of businesses in, 212 (zable)

RFA legislation in, 176 (zable)

Novation and federal procurement, 43
Nuclear Regulatory Commission
procurement by, 50 (zable)

Occupational Safety and Health
Administration
SBREFA requirements of, 163
Office of Comptroller of the Currency
regulatory comments to, 168 (charz)
Office of Information and Regulatory
Affairs, 163
Office of Thrift Supervision
regulatory comments to, 168 (charz)
Ohio
business turnover in, 214 (zable)
employers and nonemployers by size in,

219 (table)

number of businesses in, 212 (zable)
RFA legislation in, 176 (zable)
Oil prices, 15
Oklahoma
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 176 (zable)
Older Americans, See Age
OMB Circular A-6, 161
Oregon
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 176 (zable)
Organization for the Promotion
and Advancement of Small
Telecommunications Companies,
169
Oswald, Andrew, on reasons for
self-employment, 80
Output, 210 (zable)
Outsourcing innovations, 200

Panel Study of Income Dynamics, 71
on assets of minority business owners, 82
on education of minorities, 84

Paperwork Reduction Act, 163

Patents
African American holders of, 203
by small firms, 185

Payroll
by firm size, 216 (table)
in minority-owned businesses, 74

Payroll survey, 13

Peace Corps
procurement by, 50 (zable)

Pennsylvania
business turnover in, 214 (zable)
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employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 177 (table)
Personnel Management, Office of
procurement by, 50 (zable), 52 (table)
Poverty and entrepreneurship, 60
Powell, FCC Chairman Michael, 170
Preference programs, See Affirmative
Action, Procurement, Set-aside
programs
Prices, 5
Prime rates, 211 (zable)
Procurement, 41
by agency, 45, 47 (table), 48 (table)
data on, 43
in FY 2004, 45
from minority-owned businesses, 53,
55 (table), 56 (table)
minority set-aside programs, 93
policy initiatives in, 41
prime contracts, 45, 46 (table)
from small businesses, 55, 55 (zable),
56 (table)
from veteran-owned businesses, 44, 55,
55 (table), 56 (table)
from women-owned businesses, 53,
55 (table), 56 (table)
Producer price index, 211 (zable)
Productivity, 5, 6, 7, 7 (table), 210 (table)
Professional, scientific, and technical
services industry, 222 (table)
Profits
corporate, 210 (zable)
as source of funds, (Zable)
Proprietorships, See Sole proprietorships
Psychic rewards to innovation, 195
Puerto Rico
RFA legislation in, 177 (table)
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Race
and business outcomes, 93
and self-employment, 9
See also Minorities, Minority-owned
businesses
Railroad Retirement Board
procurement by, 50 (Zable)
Rauch, James, on mutual self help by
African Amerians, 87
Reagan, President Ronald, 147
Real estate industry, 222 (table)
Receipts by firm size, 216 (table)
REDA International, on veteran
business ownership, 109
Rees, Hedley, on reasons for self-
employment, 80
Regulation and small businesses, 159
Regulatory Flexibility Act
Advocacy comments, 168 (chart)
history of, 159
implementation of, 159
text of, 236
Research and development, 202
in large businesses, 185
Retail trade
and business networks, 87
businesses by firm size in, 222 (table)
sales in, 210 (zable)
Rhode Island
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 171, 177 (zable), 179
Rhode Island Economic Development
Corporation, 179
Richmond v. Croson, 95
Robb, Alicia
on African American business

outcomes, 91

on business survival rates, 75
on education and minority businesses, 84
on work experience, 87
Role models and minority businesses, 87
Rosen, Harvey, on family business
capital, 86
Rural areas
number of business owners in, 230 (¢able)
self-employment in, 10

Saade, Radwan, on tax rules vs.
discretion, 146
Sales, 210 (table)
in minority-owned businesses, 74
Schumpeter, Joseph, on profits, 193
Securities and Exchange Commission
procurement by, 50 (zable)
Self employment, 5, 8 (zable)
assets as determinant of, 82
demographics of, 9, 230 (zable)
and discrimination, 89
earnings by race, 77, 78 (table)
exit rates in minority-owned
businesses, 83
and microenterprise, 11
of minorities, 60, 62, 63 (table),
65 (chart), 67 (table)
minority interest in, 80
of minority men, 67 (table), 71
of minority women, 65, 66 (chart),
69 (table), 72
totals, 206 (table)
and upward mobility, 61
See also Business owners
Services industry, 222 (table)
Set-aside programs, 94
Shah, Anup, on reasons for self-
employment, 80
Simplification of tax code, 147
Singer, Elias, 191

Size standards regulations, 42
Small Business Administration
procurement by, 50 (zable)
regulatory comments to, 168 (charz)
and veteran business ownership, 110
See also Advocacy, Office of
Small Business Agenda, 41, 43
Small Business Impact Form
(South Dakota), 179
Small business investment companies, 36,
38 (table)
Small Business Regulatory Enforcement
Fairness Act, 161, 162
Small businesses
role in innovation, 184, 200
procurement from, 55, 55 (table),
56 (table)
regulation of, 159
See also Businesses
Small disadvantaged businesses
procurement from, 55, 55 (zable),
58 (table)
Small entities definition for RFA
purposes, 161
Smith, Adam, 194
Smithsonian Institution
procurement by, 50 (zable), 52 (table)
Smolders, Carine, on defining tax
complexity, 150
Social Security Administration
procurement by, 50 (zable), 52 (table)
Social services industry, 222 (table)
Sole proprietorships
income of, 7, 210 (table)
and self-employment, 11
See also Microenterprise, Nonemployers,
Unincorporated businesses
South Carolina
business turnover in, 214 (zable)
employers and nonemployers by size in,

219 (table)
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number of businesses in, 212 (zable)
RFA legislation in, 171, 177 (zable)
South Dakota
Administrative Procedures Act in, 179
business turnover in, 214 (Zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 171, 177 (table)
State, U.S. Department of
procurement by, 49 (table), 52 (table)
States
borrowing by, 17, 19 (rable)
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
minority set-aside programs of, 93
number of businesses in, 212 (#able)
RFA legislation in, 170, 172
set-aside programs, 96
See also state names
Stock market, 32
Subcontracting regulations, 42
Suburbs and business owners, 230 (zable)
Success
of business owners, 60
of minority owned businesses, 74, 91
Sullivan, Chief Counsel for Advocacy
Thomas M., 169
Survey of Business Owners and Self-
Employed Persons, 144
Survey of Income and Program
Participation, 71
on assets of minority business owners, 82
Survey of Minority Owned Business
Enterprises, 62, 74, 95
Survey of Small Business Finances, 93
on lending discrimination, 90
on minority-owned businesses, 75
Survival rates of minority-owned firms, 76
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Tax Foundation, 150
Tax Reform Act of 1986, 148
Tax returns, 206 (table)
Taxes
complexity and uncertainty of, 145
compliance costs, 149
technological innovations, 149
Technological change and large firm
caution, 197
Technological innovations in tax return
preparation, 149
Technology
and minority business outcomes, 93
veterans’ use of, 120, 133
Tennessee
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 177 (table)
Tennyson, Sharon, on labor market
discrimination, 89
Terminations, See Business closures
Texas
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 177 (table)
Trade and Development Agency,
procurement by, 51 (Zable)
Training
of regulatory agencies, 166
of veterans, 120, 121 (table), 122,
123 (table), 135,137 (table)
Transportation and warehousing
industry, 222 (table)
Transportation and set-aside programs, 94

Transportation, U.S. Department of
procurement by, 49 (zable), 52 (table)
regulatory comments to, 168 (charz)
SBIR contracting by, 53

Treasury bond yields, 211 (zable)

Treasury, U.S. Department of
procurement by, 49 (table), 52 (table)
regulatory comments to, 168 (charz)

Turnover by type of business change,

224 (table)
See also Business turnover, Business
closures

U.S. Information Agency
procurement by, 51 (zable)
U.S. Soldiers and Airmen’s Home
procurement by, 51 (zable)
U.S. Telecom Assoc. and CenturyTel,
Inc. v. FCC, 169
Uncertainty of tax code, 145
Unemployment, 6, 7 (table), 211 (table)
Unincorporated businesses, 10
See also Microenterprise, Nonemployers,
Sole proprietorships
United Kingdom
and minority business ownership, 73
United States
minority business ownership compared
with other countries, 73, 74 (table)
Urban areas
number of business owners in, 230 (Zable)
Urban Institute on set-aside programs, 95
Utah
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 177 (table)
Utilities industry, 222 (zable)

Valev, Neven, on measuring tax
complexity, 150
Vehicle loans, 32
Venture capital, 36, 37 (table)
Vermont
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 178 (zable)
Veteran Entrepreneurship and Small
Business Development Act
of 1999, 110
Veterans Affairs, U.S. Department of,
procurement by, 49 (table), 52 (table)
Veterans
active duty experience of, 117, 133
age of, 114 (table), 115, 116 (table),
118 (table), 121 (table), 122 (table),
123 (table), 124 (table), 127,
128 (table), 129 (table), 131 (table),
133 (table), 135 (table), 136 (table),
137 (table), 140 140 (table),
141 (table)
age of businesses, 130, 141 (zable)
and apprenticeship programs, 122,
123 (table), 137 (table)
business experience of, 120, 122 (zable),
135, 135 (table), 136 (table)
business ownership of, 109
business problems of, 119 (zable), 136,
138 (table), 139 140 (table),
141 (table)
demographics of, 114 (table), 128 (table)
dependents of, 114 (zable), 115,
116 (table), 128 (table), 129 (table),
130 (table), 132 (table)
disability status of, 114 (zable),
116 (table), 118 (table), 119 (table),
121 (table), 122 (table), 123 (table),
124 (table), 128 (table), 129 (table),
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130 (table), 131 (table), 132 (table),
133 (table), 134 (table), 136 (table),
137 (table), 139, 140 (table),
141 (table), 142

education of, 114 (table), 122 (table),
123 (table), 124 (table), 127,
128 (table), 128 (table), 129 (table),
132 (table), 133 (table), 136 (table),
137 (table), 140 (table), 141 (table)

gender of, 114 (zable), 116 (table),
118 (table), 121 (table), 124 (table),
128 (table), 130 (table), 131 (table),
134 (table), 135 (table), 140 (table),
141 (table)

government programs used by, 117, 122,
124 (table), 125 (table), 126 (table),
138, 140 (zable), 141 (table) 142,
143 (table)

home-based businesses of, 115,
116 (table), 117,127,129 (table),
130 (zable)

interest in business ownership of, 111

Internet use by, 117, 118 (zable), 132,
133 (table)

job creation by, 117, 118 (zable)

marital status of, 114, (table), 115,
116 (table), 128 (table), 130,
130 (table)

multiple businesses owned by, 127,
129 (table)

number of business owners, 230 (able)

with partners, 130, 132 (zable)

procurement from, 44, 55, 55 (table),
56 (table)

residential survey of, 113

self~employment of, 9

starting or purchasing businesses, 115,
130, 131 (table)

supervisory experience of, 117,

119 (table), 133, 134 (table)
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surveys of, 111
technology use of, 120, 133
training of, 120, 121 (zable), 122,
123 (table), 135,137 (table)
Virgin Islands
RFA legislation in, 178 (zable)

Wage and salary index, 211 (zable)
Wage-and-salary workers’ earnings, 77,
78 (table)
Wainwright, J., on set-aside programs, 97
Waldman Associates, on veteran
business ownership, 109
Washington
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (table)
RFA legislation in, 178 (zable)
Watt, James, 191
Wealth as explanation for business
ownership rates, 91
West Virginia
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 178 (table)
White Americans
assets of, 82
and business sales and employment, 74,
76 (table)
and business success, 75
and business survival, 76
discrimination by, 90
education of, 84
and entrepreneurship, 60, 61
and family business capital, 86
in the labor force, 63 (table)
men’s self-employment, 67 (zable), 71
number of business owners, 230 (zable)

self-employment of, 9, 62, 63 (table),
65 (chart), 67 (table)
self-employment earnings of, 77,
78 (table)
and wealth, 91
and women’s self-employment, 65,
66 (chart), 69 (table), 72
women’s self-employment earnings, 79
White House Conference on Small
Business (1980), 160
Whites
self-employment in Canada, 74 (table )
self-employment in the
United Kingdom, 73, 74 (table)
Whitney, Eli, 191
Wholesale trade industry
businesses by firm size in, 222 (table)
sales in, 210 (zable)
Williams, Darrell L., on set-aside
programs, 95
Wisconsin
business turnover in, 214 (zable)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (zable)
RFA legislation in, 171, 178 (zable)
Wolken, John, on loan denial rates, 91
Women
business owners, 230 (table)
language ability and self-employment, 85
procurement from businesses owned by,
53, 55 (table), 56 (table)
self-employed, 9
self-employment by race/ethnicity, 65,
66 (chart), 69 (table), 72
self~employment earnings by race, 79
veterans, 114 (table), 116 (table),
118 (table), 121 (table), 124 (table),
128 (table), 130 (table), 131 (table),
134 (table), 135 (table), 140 (table),
141 (table)

Woodruft, Christopher, on ethnic
enclaves, 89
Work experience
and minority business success, 87
racial differences in, 92
Wright, Orville and Wilbur, 191, 195
Wyoming
business turnover in, 214 (table)
employers and nonemployers by size in,
219 (table)
number of businesses in, 212 (Zable)
RFA legislation in, 178 (table)
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