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The State of Small Business:
A Report of the President

To the Congress of the United States:

ness. In 1997, the year covered by this report, 23.7 million business tax

returns were filed and a record 885,416 new small employers opened
their doors. Industries dominated by small firms created jobs at a rate almost
60 percent faster than those dominated by large businesses. Consumer con-
fidence hit a 28-year high—an important trend for small businesses, which
depend on consumer purchases of goods and services for more than two-
thirds of their jobs.

What makes the American economy work? One of the essential elements
is small business—a dynamic agent for change in the innovative process. Small
businesses are the door to economic self-sufficiency and market power for
countless individuals who start with little more than a dream. And they create
jobs for the entire spectrum of American workers—the old, the young, men and
women, minorities of all ethnic backgrounds, those at the top of the economic
ladder and those struggling to find work.

I am pleased to present my sixth annual report on the state of small busi-

America’s Innovators

Agreat strength of small business is its role in renewing the American econ-
omy. New and small firms play a key role in the experimentation and
innovation that leads to technological change and economic growth. They are
continual sources of new ideas that might otherwise remain untapped—and
their experimental efforts are an essential part of the organic and ever-chang-
ing American economy.

In the research and development stages, before any product is devel-
oped or marketed, small high-technology businesses can find themselves in
dire need of capital. At this stage, the Government can provide an important
bridge by simply directing some of its already planned research to small
business sources.

Small business’ share of Federal research and development has been
increasing steadily in recent years, thanks in part to programs like the Small
Business Innovation Research (SBIR) Program. The SBIR program, which
encourages small businesses to help meet our Nation’s need for groundbreak-
ing research, has resulted in more than $7.7 billion in research awards going
to small firms over the first 15 years of the program.



Getting Startup Money to Small Business

merica’s small business owners and potential entrepreneurs often have

the ideas, the energy, and the willingness to work hard, but face an almost
insurmountable challenge in finding the capital they need when it can make
a difference—in the early stages. Financing can be especially costly or more
difficult for small firms to find.

Banks are important sources for small firms, but the banking market has
been changing rapidly, and small firms are watching to see how the trends in
mergers and acquisitions will affect their access to capital. Through studies
based on new information available through new Community Reinvestment Act
requirements, my Administration has been monitoring these trends carefully.

| am proud that we have been able to bring new investment to areas that
are especially in need of capital through our empowerment zones and enter-
prise communities. We've also begun a new markets initiative—a public/private
partnership to provide tax credits, investment capital and credit, and technical
assistance to stimulate business formation and job creation in inner city areas.

Relieving Tax and Regulatory Burdens

Taxation and regulation, applied equally to large and small entities, can be
more burdensome to small businesses, which have fewer resources to
meet the same overhead costs of their larger counterparts.

I’'m pleased that we’ve been able to reduce the burdens on small firms,
first of all by eliminating the budget deficit that has burdened us all.

And today more than 90 percent of small businesses can take advantage
of tax reductions through the increased small business expensing limit and
capital gains tax relief targeted to small firms.

Through the implementation of the Small Business Regulatory
Enforcement Fairness Act, my Administration has made progress in fine-tun-
ing new rules or exempting small businesses from the most burdensome reg-
ulations. The law also provides for regulatory compliance assistance and
legal remedies when agencies fail to address small business concerns in the
regulatory process.

The Government as Consumer

ne of the most direct ways for the Government to move capital to small

firms is through its purchases of goods and services. And the level of pro-
curement from small, minority-owned, and women-owned businesses is ris-
ing. In fiscal year 1997, small businesses won $63.7 billion in contract awards
from the Federal Government, up from the previous year. In December 1997,
we increased from 20 to 23 percent the percentage of goods and services that
Federal agencies must purchase from small firms, so we expect future reports
to reflect more Federal dollars purchasing goods from small firms.
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Small Business: Tapping the Power of Individuals

mall firms represent opportunity for many who have traditionally had little
access to economic power—including minorities, immigrants, and

women. The numbers of women and minorities in business have been rising
as never before. In 1997, an estimated 8 million women and 3.2 million
minorities owned small, noncorporate businesses. Of the self-employed, more
than one-third were women; African American, Hispanic, and Asian American
minorities each owned between 5 and 6 percent of honcorporate businesses.

We’ve heard it before and it’s still true—small businesses are dynamic job
creators. In 1997, industries dominated by small firms created almost two-
thirds of the new jobs. The people who work in America’s small businesses
represent the full spectrum of the American populace. In 1997, the small busi-
ness workforce consisted of 45.5 percent women, 13.1 percent Hispanics, 9.7
percent African Americans, and 4.5 percent Asian Americans, Pacific
Islanders, American Indians or Aleut Eskimos. Small businesses hire both older
and younger workers in disproportionate numbers, and they put to work more
employees who have been on public assistance.

| am pleased that small businesses are taking a leadership role in moving
workers off welfare and on to productive and more satisfying lives in the work-
force. Our welfare to work initiative is working: through the nonprofit Welfare
to Work partnership, thousands of businesses of all sizes have hired many
thousands of former welfare recipients.

But small businesses were already doing that, and | am confident they will
continue to be a force for change, providing opportunities for Americans,
whatever their circumstances, into the new millennium.

THE WHITE HOUSE
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Executive Summary

Nineteen ninety-seven was an excellent year for the economy and for
small business. The economy gained almost 3 million payroll jobs and
real gross domestic product increased by 3.9 percent. The unemployment
rate fell from 5.4 percent in 1996 to 4.9 percent in 1997. Consumer prices
remained stable, while corporate profits and employment compensation
both increased.

A record 885,416 new small firms with employees opened their doors in
1997 and new incorporations hit a record high for the third straight year. More
than 23.6 million business tax returns were filed. Business bankruptcies
remained low for the fourth consecutive year.

Corporate profits increased in 1997 for the seventh year in a row.
Employment compensation and proprietorship earnings also increased
significantly.

Small-business-dominated industries added jobs to the economy at a rate
almost 60 percent faster than large-business-dominated industries. However,
more than one-third of the job increase was in sectors dominated by neither
small nor large firms. Of particular note, 1997 saw a revival in manufacturing
employment—more than 229,000 new jobs in all industries.

Consumer confidence in December 1997 reached 134.5, the highest read-
ing in 28 years and a harbinger of continued good economic news for 1998.
The Consumer Confidence Index is important to small firms: more than two-
thirds of small firm jobs come from consumer purchases of goods or services.

New Data for Analysis of Small Business
Job Creation

mall businesses created three-fourths of the net new jobs from 1990 to

1995. Overall, employment in establishments owned by small firms grew
10.5 percent over the period, compared with 3.7 percent employment growth
in establishments owned by firms with more than 500 employees.

How does it happen, then, that while small firms had much higher job
growth rates than large firms, their share of overall employment actually fell
slightly, from 53.7 percent in 1990 to 52.5 percent in 1995?

To understand this paradox is to understand why static data cannot be
used to measure dynamic change. The static data usually used to portray small
and large businesses’ relative shares of employment are based on snapshots at
two points in time. These data do not give a clue to the immense dynamic
activity behind the scenes—activity that turns high-growth small firms into
large firms.

With the Business Information Tracking Series (BITS) file, a new longi-
tudinal database covering all U.S. establishments with employees, it is now



feasible to study the underlying dynamics of business births, deaths, expan-
sions, and contractions. The BITS allows the tracking of establishments over
time, including shifts in the firm size classes of growing small businesses or
downsizing large businesses. It provides a picture, for example, of how a
small computer firm can expand so quickly it becomes a giant within the
period of observation.

The database also allows businesses to be tracked in more detail, includ-
ing their locations and industries. Over the 1990-1995 period, establishments
in the smaller firm size classes grew fastest in services, agricultural services,
and transportation, communications, and public utilities.

Why Small Firms Are Important

quiet evolution has revolutionized the American economy in its transition

from the industrial age to the information age. The purpose here is to doc-
ument the role of small- and medium-sized enterprises in the new American
evolution by asking a fundamental question, “Are small firms important?”

The response to this question requires an understanding of change in the
economy as a dynamic process. Viewed through an evolutionary lens, small
firms make two indispensable contributions to the American economy:

* First, they are an integral part of the renewal process that pervades and
defines market economies. New and small firms play a crucial role in
experimentation and innovation that leads to technological change and
productivity growth. In short, small firms are about change and com-
petition because they change market structure. The U.S. economy is a
dynamic organic entity always in the process of becoming, rather than
an established one that has arrived.

e Second, small firms are the essential mechanism by which millions
enter the economic and social mainstream of American society. Small
businesses enable millions, including women, minorities, and immi-
grants, to access the American Dream. A great source of American
strength has always been the dream of economic growth, equal
opportunity, upward mobility. In this evolutionary process, communi-
ty plays the crucial and indispensable role of providing the “social
glue” and networking opportunities that bind small firms together in
both high tech and “Main Street” activities. The American economy is
a democratic system, as well as an economic system, that invites
change and participation.

The crucial barometer for economic and social well-being is the contin-
ued high level of creation of new and small firms in all sectors of the econo-
my by all segments of society.

12 The Annual Report on Small Business and Competition



Characteristics of Small Business Owners
and Employees

mall firms represent business ownership opportunities for women, minori-

ties, the young and the elderly, as well as the population in their prime
working years. Ownership opens doors for women and minorities to move
into the economy less encumbered by traditional barriers to economic
achievement.

Small firms are also more likely than large businesses to hire individuals
that are on the margin of the labor force. By giving entry-level positions to the
young and individuals on public assistance, for example, they help create the
skills needed to move the society and economy forward. To understand these
small business contributions, it is useful to look at the characteristics of small
business owners, their businesses, and the small business labor force.

In 1997, according to Current Population Survey data, 11.5 million
Americans had some self-employment earnings. A total of 7.2 million men;
4.3 million women; 500,000 Asians, Pacific Islanders, American Indians, and
Aleut Eskimos; almost 700,000 blacks; 10.3 million whites; and almost
700,000 Hispanics were self-employed.

Women- and minority-owned businesses are rising in importance in our
nation’s economy. They are represented in every type of industry and in every
form of business. Based on data from the Census Bureau’s Survey of Women-
Owned Businesses and Survey of Minority-Owned Business Enterprises, the
U.S. Small Business Administration’s Office of Advocacy estimates that in
1997 there were almost 8 million women-owned businesses (8.5 million with
C corporations) and 3.2 million minority-owned businesses. Their numbers
have been increasing steadily, and more rapidly, than those in the economy
as a whole.

Small businesses also employ thousands of individuals of all races, gen-
ders, and ages. In 1997, the small business work force consisted of 54.5 per-
cent males, 45.5 percent females. It represented diverse ethnic and racial
groups: 4.5 percent Asians, Pacific Islanders, American Indians, and Aleut
Eskimos; 9.7 percent blacks; 85.8 percent whites; and 13.1 percent Hispanics.
Small businesses hire a larger proportion of younger and older workers, part-
time employees, employees with lower educational attainment, and individu-
als that receive public assistance than large businesses.

Small Business Financing

he U.S. financial markets continued to perform well in 1997, despite some
uncertainty stemming from the Asian financial crisis. Overall borrowing
showed stronger growth than expected, increasing by 5.0 percent, compared
with 3.6 percent in 1996. Large increases in the demand for credit from the busi-
ness and state and local government sectors were only slightly offset by decreas-
es in demand from households and the federal government. The business sector

Executive Summary 13



was the biggest borrower, increasing net borrowing from $196 billion in 1996 to
a record $311 billion in 1997. The large growth in business demand reflected
strong expansion in capital spending, especially in outlays for computers and
other types of equipment.

U.S. banks had another excellent year in 1997, with high profitability
and growth in assets. A total of 7.9 million small business loans of less than
$1 million were outstanding from 9,293 reporting banks as of June 1997. The
number of the smallest business loans—those under $100,000—increased
very significantly, by 27 percent, in 1997. The percentage increase in the dol-
lar amount was far less, an indication that more of the larger loans in this cat-
egory may have been cleared from the books and more very small loans
extended. Total assets continued to be concentrated in the largest banks, part-
ly because of the overall growth of banking assets over time and partly
because of increased merger and acquisition activity.

While the number of loans made through the SBA’s loan guaranty pro-
grams declined in 1997, the dollar amount increased significantly, from $7.7
billion to $9.5 billion. The large increase was made possible by reduced sub-
sidy rates, which enabled more SBA-guaranteed lending at the same total sub-
sidy level authorized by the Congress.

Equity markets continued to be favorable for small businesses in 1997.
The initial public offering market stepped back from the boom of the previous
year, but the average offering size increased slightly for small IPOs, from $19
million to $20.4 million in 1997. Fundraising by venture capital funds pros-
pered, and disbursements by small business investment companies increased
significantly—by 25 percent.

Recent analysis of the National Survey of Small Business Finances
(NSSBF) indicates that in 1993 small businesses accounted for about 25 per-
cent of credit market debt in the United States. According to the NSSBF data,
some 5 million small firms in the Dun & Bradstreet small business population
had $668 billion outstanding in six traditional types of financing. Lines of
credit were the most significant for small firms, accounting for 42 percent, or
$280 billion. Nearly three-quarters of women-owned firms had access to some
type of credit in 1993. Women-owned firms were more likely than firms over-
all to use personal credit cards and loans from the owners themselves.
Relatively fewer minority-owned firms—two-thirds—used some type of credit
in 1993. Only 13.9 percent of minority-owned firms said they used owner
loans, but more than one-third used personal credit cards and more than one-
quarter used business credit cards.

Procurement from Small Firms

he federal government spends about $200 billion a year on the procure-
ment of goods and services. Small firms annually receive more than 20
percent of all prime contract dollars and another 10-14 percent of the federal
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procurement pie in subcontracts. Large firms receive more than 60 percent of
all federal procurement dollars.

Federal contract markets are changing at an unparalleled pace. Two laws,
the Federal Acquisition Streamlining Act (FASA), enacted in 1994, and the
Federal Acquisition Reform Act (FARA) or Clinger-Cohen Act, enacted in 1996,
have had an unprecedented impact on the federal procurement process.
Additional reforms were enacted in December 1997 in the HUBZone and
contract bundling legislation.

The 1994 and 1996 laws were designed to make the government operate
more like a commercial buyer and make it easier and more appealing for busi-
nesses to participate in government markets. Many of the implemented
changes are benefiting small firms, although some longstanding small business
protections have been weakened or eliminated in the process.

In FY 1997, small businesses won $63.7 billion in federal contract
awards, including $41.2 billion in direct contract awards from the federal gov-
ernment and an additional $22.5 billion in subcontracts from prime contrac-
tors working directly for the federal government.

The $63.7 billion total represents 32.6 percent of the $195.3 billion in
contract actions awarded by the federal government in FY 1997, a slight
decrease from the previous year’s 34 percent small business share. Prime con-
tract dollars awarded to small businesses increased very slightly, from $41.1
billion in FY 1996 to $41.3 billion in FY 1997. The overall share decreased by
more than 1 percent because a smaller share of subcontract dollars were
awarded to small firms.

The percentage of prime contracts awarded in FY 1997 to small minority-
and women-owned businesses remained at levels consistent with FY 1996. In
FY 1997, minority-owned firms were awarded $11.1 billion in prime contracts
or 5.7 percent of total federal contract dollars. Women-owned firms were
awarded $3.6 billion in prime contracts or 1.8 percent of federal buys for the
same period.
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Chapter 1

The State of Small Business

Synopsis

Nineteen ninety-seven was an excellent year for the economy and for
small business. The economy gained more than 3 million payroll jobs and
real gross domestic product increased by 3.9 percent. The unemployment
rate fell from 5.4 percent in 1996 to 4.9 percent in 1997. Consumer prices
remained stable, while corporate profits and employment compensation
both increased.

A record 885,416 new small firms with employees opened their doors in
1997 and new incorporations hit a record high for the third straight year.
More than 23.6 million business tax returns were filed. Business bankruptcies
remained low for the fourth consecutive year.

Corporate profits increased in 1997 for the seventh year in a row.
Employee compensation and proprietorship earnings also increased
significantly.

The industries dominated by small firms added jobs to the economy at a
rate almost 60 percent faster than large-business-dominated industries.
However, more than one-third of the job increase was in sectors dominated
by neither small nor large firms. Of particular note, 1997 saw a revival in
manufacturing employment—more than 162,000 new jobs in all industries.

Consumer confidence in December 1997 reached 136.2, the highest read-
ing in 28 years and a harbinger of continued good economic news for 1998.
The consumer confidence index is important to small firms: more than two-
thirds of small firm jobs come from consumer purchases of goods or services.

Introduction

he economy continued to grow in 1997 for the sixth consecutive year.t

Major economic indicators reflected steady and sustainable economic
growth (Table 1.1). Small businesses contributed to and shared in the bene-
fits of the growing economy.

The production of goods and services, adjusted for inflation, grew 3.9
percent in 1997, while the unemployment rate declined from 5.4 to 4.9
percent. The economy added 3.08 million private sector jobs to nonfarm

1 A comprehensive discussion of the performance of the U.S. economy appears in the Economic
Report of the President: Transmitted to the Congress February 1999 (Washington, D.C.: U.S. Government
Printing Office, 1999).



Table 1.1 Selected Indicators of Economic Performance, 1996-1997

Percent

Indicator 1996 1997 Change

Gross Domestic Product 7,661.6 8,110.9 5.9
(Billions of Dollars)

Real Gross Domestic Product 6,994.8 7,269.8 3.9
(Billions of 1992 Dollars)

Unemployment Rate (Percent) 54 49 -9.3

Nonagricultural Employment 126.7 129.6 2.3
(Millions of Workers)

Compensation of Employees 4,409.0 4,687.2 6.3
(Billions of Dollars)

Nonfarm Proprietors' Income 488.8 515.8 5.5
(Billions of Dollars)

Corporate Profits 750.4 817.9* 9.0
(Billions of Dollars)

Consumer Price Index 156.9 160.5 2.3
(Urban) (1982-1984=100)

Consumer Confidence Index 114.2 136.2 19.3

Federal Surplus or Deficit -107.5 -21.9 —79.6
(Billions of Dollars)

Interest Rates on:
U.S. Treasury Security Yield—30 year 6.71 6.61 -1.5
U.S. Treasury Security Yield—3 month 5.02 5.07 1.0
Federal Funds 5.30 5.46 3.0
High-Grade Corporate Securities 7.37 7.26 -1.4

Housing Starts 1,476.8 1,474.0 -0.2

(Thousands)

* With inventory valuation and capital consumption adjustments.
Source: Council of Economic Advisers, Economic Indicators, January 1998 and GDP from the U.S.
Department of Commerce, Bureau of Economic Analysis, March 1999.

payrolls. Compensation of employees increased by 6.3 percent, a significant
gain. This expansion occurred without igniting inflation: the Consumer Price
Index rose by only 2.3 percent and long-term interest rates declined.

While the federal deficit declined almost 80 percent to $21.9 billion (the
lowest since the 1960s), corporate profits grew by 9.0 percent and nonfarm
proprietors’ income—an important measure of the health of the small business
sector—rose from $488.8 billion to $515.8 billion, an increase of 5.5 percent.
The Conference Board’s index of consumer confidence rose to 136.2 in
December 1997, an increase of 22.0 percentage points since December 1996
and the highest level since 1969.2

2 The Conference Board, Consumer Confidence Index, February 1998.
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The Number of Small Businesses

he number of businesses that filed tax returns increased by 2.2 percent in

1996 and reached 23.7 million (Table 1.2). Over the 16-year span from
1981 to 1997, the number of business tax returns grew at a compound rate of
3.5 percent per year. Of the total, about 6 million are small employer busi-
nesses with between one and 500 workers. About 15,000 employ more than
500 workers and the remainder have no employees.

Business Formation and Dissolution

record 885,416 new small firms with employees opened their doors in

1997—a significant 5.1 percentage point increase over 1996 (Table 1.3
and Chart 1.1).2 The number of these firms has increased fairly steadily over
the past decade, reaching successive new highs in 1993, 1994, 1995, 1996
and 1997. Over the 1982-1997 period, the total number of firms with
employees increased at a rate of just over 1.9 percent per year.*

Although the net annual increase between 1982 and 1997 averages just
1.9 percent, the level of activity in business formation and closure is actually
much higher. Each year about 14 percent of small firms with employees drop
from the unemployment insurance rolls, while the number of new and suc-
cessor firms added is equal to about 16 percent of the total. Thus, the net
annual gain is just under 2 percent.

A high rate of business formation and dissolution is characteristic of a
dynamic economy. Changing tastes and preferences, new technologies, and
changes in demography and geography are all accommodated by the entry
and exit of firms. New small businesses answer many of the needs, entering
the marketplace with new products and services, at new locations, and with
new and different methods of distribution.

The formation and dissolution of businesses varies by region across the
United States (Table 1.4). Region IX (the Pacific states of California, Arizona,
Hawaii, and Nevada) showed the largest net growth in the number of firms
during 1997, posting a net gain of more than 4.5 percent. Regions Ill, IX, and

3 See Chapter 2 for a discussion of new Census firm-size data on establishments and employ-
ment. No such data are available; however, for 1997; the latest available are for 1995. The United
States has no formal annual survey of new business formation. For this 1997 review, three proxies
are used instead: the change in the total number of tax returns filed, the count of new firms with
employees, and new incorporations. Good records of the number and size of new businesses with
employees are available through the reports of employment and unemployment insurance tax lia-
bilities to state employment security agencies. Casual business activities are less likely to be
included in this measure than in the tax return total. The number of firms filing these reports is
reported by the U.S. Department of Labor. Larger firms often report in more than one state, so the
nationwide employment security count is about 10 percent higher than the Bureau of the Census
count for the same year (Table A.6). Data from the Bureau of the Census are available only after a
two-year delay, while the employment security data are available on a current basis, which makes
these data particularly useful.

4 Data on mergers and acquisitions are not broken out separately in data provided by the
Department of Labor.
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Table 1.2 Nonfarm Business Tax Returns, 1981-1997 (Thousands)

Corporations Partner- Proprietor- Annual

(Forms 1120 ships ships Percentage
Year and 1120S) (Form 1065)  (Schedule C) Total Increase
1997° 5,199 1,712 16,754 23,655 2.20
1996 5,005 1,679 16,471 23,155 2.66
1995 4,818 1,580 16,157 22,555 2.26
1994 4,667 1,558 15,831 22,056 2.22
1993 4,516 1,567 15,495 21,578 1.64
1992 4,518 1,609 15,066 21,230 2.79
1991 4,374 1,652 14,626 20,653 1.05
1990 4,320 1,751 14,149 20,439 4.78
1989 4,197 1,780 13,529 19,506 2.78
1988 4,027 1,826 13,126 18,979 3.79
1987 3,829 1,824 12,633 18,286 4.50
1986 3,577 1,807 12,115 17,499 3.18
1985 3,437 1,755 11,767 16,959 4.88
1984 3,167 1,676 11,327 16,170 6.40
1983 3,078 1,613 10,507 15,198 5.96
1982 2,913 1,553 9,877 14,343 5.38
1981 2,813 1,458 9,345 13,616 —
Compound Average Annual

Growth Rate (Percent) 3.9 1.0 3.7 3.5

P=Projected from the SOI Bulletin, Fall 1997, 225, Table 21. Data exclude tax-exempt organizations.
Source: U. S. Department of the Treasury, Internal Revenue Service, Statistics of Income Bulletin (Fall 1997),
Table 21.

Table 1.3 Change in the Number of U.S. Businesses with Employees,
Fiscal Years 1982-1997 (Thousands)

Sum: New Net Annual
Firms at Successor New and Termi- Percent
Year End of Year Firms Firms Successor nations Increase
1997 6,330 168 885 1,053 857 2.25
1996 6,191 176 842 1,018 850 1.40
1995 6,105 164 819 983 864 1.16
1994 6,035 137 807 944 803 2.29
1993 5,900 136 758 894 803 1.88
1992 5,791 138 737 875 819 0.89
1991 5,740 140 726 866 820 0.89
1990 5,689 146 769 915 838 2.18
1989 5,568 153 745 898 830 1.00
1988 5,513 153 733 886 763 1.72
1987 5,420 163 748 911 724 3.63
1986 5,230 175 725 899 809 1.71
1985 5,142 166 715 880 748 2.66
1984 5,009 164 691 855 680 3.56
1983 4,837 171 633 804 728 1.26
1982 4,777 185 595 781 717 1.55
Average 5,579 158 746 904 791 1.88

Source: U.S. Small Business Administration, Office of Advocacy, from data provided by the U.S. Department
of Labor, Employment and Training Administration, based upon state employment security agencies’ quarterly
unemployment insurance reports, 1997.
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Chart 1.1

X all exceeded the average growth rate in new firms by wide margins. Regions
I, V, and VIII had the largest percentage increases in terminations.

The level of dissolution almost always mirrors the level of firm formation.
In every region except Region IX, the number of firm dissolutions was well
within 10,000 firms of the number of business formations.

New Business Incorporations

Corporations represent more than 60 percent of businesses with employees
and account for nearly 90 percent of the nation’s sales and employment.> The
number of new business incorporations increased by 1.9 percent in 1997 to
798,917—another new record (Table 1.5).

Region IX led the nation in the growth in new incorporated firms in 1997,
with an increase of 7.1 percent, about three times the national rate (Table 1.6).
Nevada and Washington led Regions IX and X with double-digit increases in
new incorporations.

5 The business incorporation series of the Dun and Bradstreet Corporation measures firms that
choose to incorporate in each state and operate as corporations.
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Table 1.4

All Firms, New Firms, Terminations, by SBA Region, 1996-1997

All Firms New Firms Terminations

Percent
Number Percent Number Percent Number Change

at End Change at End Change at End From

of 1997 from 1996 of 1997 from 1996 of 1997 1996

U.S. Total 6,330,117 2.25 885,416 5.11 857,073 0.85
Region | 381,532 2.61 44,399 7.98 43,886 1.02
Region Il 658,868 —0.16 83,965 -0.14 89,375 9.61
Region Il 601,659 1.54 80,414 11.62 78,244 —9.92
Region IV 1,096,404 2.16 162,752 7.84 168,028 7.21
Region V 1,071,850 1.17 117,535 -1.09 114,671 9.91
Region VI 637,532 1.83 85,855 0.49 89,955 —2.05
Region VII 301,785 3.52 31,942 1.68 39,684 1.14
Region VIII 255,823 3.99 41,266 3.78 34,585 12.10
Region IX 1,001,210 4.51 178,428 8.35 143,102 5.54
Region X 323,454 3.58 58,860 8.86 55,543 —1.65
Note: Firms represent the number of establishments owned by a parent company within a state. Because

existing firms appear as “new firms” when they enter a new state, the number of new firms nationwide is over-
counted. A termination is a firm that ceases to exist. A buyout or merger would create a termination and a suc-
cessor firm. Successor firms are not listed. SBA regions are defined as follows: Region I: Connecticut, Maine,
Massachusetts, New Hampshire, Rhode Island, Vermont; Region II: New Jersey, New York; Region IlI: Delaware,
District of Columbia, Maryland, Pennsylvania, Virginia, West Virginia; Region 1V; Alabama, Florida, Georgia,
Kentucky, Mississippi, North Carolina, South Carolina, Tennessee; Region V: lllinois, Indiana, Michigan, Minnesota,
Ohio, Wisconsin; Region VI: Arkansas, Louisiana, New Mexico, Oklahoma, Texas; Region VII: lowa, Kansas,
Missouri, Nebraska; Region VIII: Colorado, Montana, North Dakota, South Dakota, Utah, Wyoming; Region IX:
Arizona, California, Hawaii, Nevada; and Region X: Alaska, Idaho, Oregon, Washington.

Source: U.S. Small Business Administration, Office of Advocacy, from annual data provided by the U.S.
Department of Labor, Employment and Training Administration.

Table 1.5 New Business Incorporations, 1981-1997

Year Incorporations Percent Change
1997 798,917 1.9
1996 786,482 2.4
1995 768,180 3.6
1994 741,657 5.0
1993 706,537 6.0
1992 666,800 6.1
1991 628,580 —-2.9
1990 647,366 —4.3
1989 676,567 —-1.2
1988 685,095 -0.1
1987 685,572 2.4
1986 702,101 5.0
1985 668,904 53
1984 634,991 5.8
1983 600,400 5.9
1982 566,942 —-2.5
1981 581,661 —

Source: Adapted by the U.S. Small Business Administration, Office of Advocacy, from the Dun and
Bradstreet Corporation, New Business Incorporations (various issues).
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New incorporations declined from the previous year in SBA Regions 1, I,
V and X. While most regions have displayed healthy growth in new incorpora-
tions during the past several years, there was some slowdown in this indicator
of business formation along the East Coast and in the far western quadrant of
the nation during 1996. For example, in Regions | and II, all states except
Maine and New York showed declines in the number of new incorporations in
1996. It appears that these states did not sustain the very high business forma-
tion rates of the recent past.

Business Bankruptcies and Failures

Over the 1994-1996 period, the levels of both failures and bankruptcies
remained relatively steady, and down sharply from the periods of increasing
failures and bankruptcies at the beginning of the decade (Table 1.7 and Chart
1.2). With record levels of new business formation from 1993 to 1997, it is
hardly surprising to find some increases in both bankruptcies and failures in
1997. The largest source of changes in the levels of business failures and bank-
ruptcies are the levels of new business formation, frequently with a lag of two
or three years.

Business bankruptcies rose 1.2 percent in 1997 across the United States,
excluding Guam, the Virgin Islands and Puerto Rico.® Business failures as
reported by the Dun and Bradstreet Corporation increased 15.9 percent in
1997. Failures rose by more than 25 percent in the services and transporta-
tion sectors, areas of much new business activity over the last several years.
Single-digit increases or declines in failures were found in the Southeast and
mid-Atlantic regions. Other regions reported increases in failures of 12-39
percent (Table 1.8).

Most firms dissolve in their early years. For a given cohort, about 20 per-
cent of the remaining firms dissolve in each of the first and second years after
startup. The rate of dissolution decreases year by year; by the ninth or tenth
year only about 7 or 8 percent of the remaining firms fail. Fewer than half of
all new firms are in operation after five years.”

The business termination rate dropped for the second year in a row in
1997 (Table 1.9 and Chart 1.3).

Business Earnings

Corporate profits for all businesses increased in 1997 for the eighth con-
secutive year, the longest string of increases in at least two decades (Table
1.10). The 9.0 percent increase in corporate profits builds upon increases of
11.6 percent, 17.9 percent, 15.8 percent and 15.1 percent in 1996, 1995,

6 Business failure data are not available for those areas on a comparable basis; therefore the data
are not shown.

7 Based upon research conducted by Alfred Nucci and published as a working paper by the U.S.
Bureau of the Census, Center for Economic Studies.
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Table 1.7 Measures of Business Failure, 1984-1997

Percent
Year Bankruptcies Change
1997 53,843 1.2
1996 53,214 5.3
1995 50,516 -0.6
1994 50,845 -17.7
1993 61,799 —-11.5
1992 69,848 -1.1
1991 70,605 10.5
1990 63,912 2.3
1989 62,449 -0.6
1988 62,845 —-22.9
1987 81,463 1.9
1986 79,926 12.2
1985 71,277 11.0
1984 64,211 29

Percent
Year Failures Change
1997 83,384 15.9
1996 71,931 1.0
1995 71,194 -0.5
1994 71,558 —16.8
1993 85,982 —-11.4
1992 97,069 10.1
1991 88,140 45.8
1990 60,432 20.0
1989 50,361 —11.8
1988 57,099 —6.8
1987 61,236 —0.6
1986 61,601 7.6
1985 57,253 9.9

1984 52,078 —

Sources: For failures, adapted by the U.S. Small Business Administration, Office of Advocacy, from the
Dun and Bradstreet Corporation, Business Failure Record (various issues); for bankruptcies, from data provided
by the Administrative Office of the U.S. Courts, Statistical Analysis and Reports Division.
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Chart 1.2

1994 and 1993. Employee compensation increased 6.3 percent in 1997, the
largest increase since 1990.

Nonfarm proprietors’ income, an important measure of the health of the
small business sector, rose by 5.5 percent during 1997.8 Approximately 85 per-
cent of small businesses are legally organized as proprietorships or partnerships.

Employment Growth in 1997

From December 1996 to December 1997, private nonfarm employment
grew by 2.9 percent, or 2.97 million jobs, rising to 104.1 million (Table
1.11). Service jobs accounted for 45 percent of that growth (1.35 million jobs),
followed by retail trade at 19 percent (568,000). Manufacturing, construction,
transportation, finance, and wholesale trade contributed 6-8 percent each,
and agricultural services and mining contributed the remaining jobs.

8 Nonfarm proprietorship earnings are estimates because the income tax statements on which
they are based are delayed in both their receipt and analysis. As used here, proprietors’ income
includes partnership income as well.
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Table 1.9 Business Termination Rate, 1990-1997

Number of Number of Termination
Year Firms Terminations Rate
1997 6,330,117 857,073 13.8
1996 6,190,907 849,839 13.9
1995 6,105,470 863,699 145
1994 6,035,538 803,290 13.6
1993 5,900,156 802,702 13.9
1992 5,791,214 819,336 14.3
1991 5,740,233 820,445 14.4
1990 5,689,402 837,511 14.7

Source: The number of firms and terminations are derived by the U.S. Small Business Administration, Office of
Advocacy, from data provided by the U.S. Department of Labor, Employment and Training Administration, based upon
state employment security agencies’ quarterly unemployment insurance reports.

Chart 1.3
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Table 1.10 Employment Compensation, Nonfarm Proprietors’ Income, and
Corporate Profits, 1982-1997 (Billions of Dollars)

Employment Nonfarm Proprietors’ Pre-Tax Corporate
Compensation t Income Profits 2
Percent Percent Percent
Year Amount Change Amount Change Amount Change
1997 4,687.2 6.3 515.8 5.5 817.9 9.0
1996 4,409.0 4.8 488.8 5.0 750.4 11.6
1995 4,208.9 4.9 465.6 7.1 672.4 17.9
1994 4,012.0 5.2 434.7 3.9 570.5 15.8
1993 3,814.9 4.7 418.4 8.2 492.8 15.1
1992 3,644.9 54 386.7 11.4 428.0 4.1
1991 3,457.9 3.1 347.2 2.5 411.3 3.6
1990 3,352.8 6.4 338.6 5.5 397.1 4.5
1989 3,151.6 5.8 3211 4.3 380.0 -0.5
1988 2,973.9 7.8 307.8 12.5 382.1 14.7
1987 2,757.7 7.2 273.6 7.2 333.2 134
1986 2,572.4 6.0 255.3 4.2 293.8 -3.4
1985 2,425.7 7.5 245.0 8.6 304.0 4.8
1984 2,257.0 10.4 2255 20.0 290.1 23.3
1983 2,044.2 6.0 187.8 13.7 235.2 29.0
1982 1,927.6 165.1 182.3

* Includes employee contributions for Social Security insurance.

2 Includes inventory valuation and capital consumption adjustment.
Note: The data are seasonally adjusted at annual rates.

Source: Council of Economic Advisers, Economic Indicators, March 1999.

While the service sector generated the most new jobs, agricultural servic-
es—a relatively small but important sector—expanded fastest, by 6.7 percent,
as farm-related industries had an excellent year. Employment in construction
expanded 4.1 percent and transportation, communications and utilities
expanded 3.0 percent, led by significant increases in telecommunications.

Renewed job growth in manufacturing is one of the success stories of
1997. After losing jobs or growing slowly during a period of significant
restructuring over the last several years, the manufacturing sector generated
dramatic job growth in 1997. The job increases were well distributed across
sectors, regardless of firm size dominance.

A convenient way to view the role of small business in the economy is to
compare sectors dominated by small businesses with those dominated by large
businesses. Some 52.5 percent of all nonfarm private sector employment in
1995 (the latest year for which data are available) was in firms with fewer than
500 employees, down slightly from the 53.1 percent in 1993 (Table 1.12).°

9 While small firms continue to generate large numbers of new jobs in the economy, some new
firms become large firms by growing very rapidly. Because of this phenomenon, the “static” share of
small business employment remains constant. For an explanation of the differences between static and
dynamic measures of employment, see Zoltan J. Acs and Bruce D. Phillips, “Why Does the Relative
Share of Employment Stay Constant?” Frontiers of Entrepreneurship Research, 1997 (Wellesley, Mass.:
Babson College, 1998). See also The Small Business Advocate, January/February 1998
(http://www.sba.gov/advo).
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The ideal starting point for measuring job growth by firm size would be
time series data on individual firms. Because such data are not available on a
current basis, a cost-effective proxy is to allocate industry employment data by
firm size dominance.°

Using Bureau of the Census firm size data, industries are defined as
small- or large-business-dominated or indeterminate.!* These industries are
then grouped together by firm size dominance within the nine major indus-
try categories.

Job Creation in Small- and
Large-Business-Dominated Sectors

ncreasingly, job growth appears to be tied to high-growth industries regard-

less of firm size dominance. Small-firm-dominated sectors were responsible
for 1.22 million jobs in 1997—about 60 percent more than sectors dominat-
ed by large firms, which created 758,000. Sectors dominated 