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Dear Myr. President:

The Office of Advocacy of the U.S. Small Business Administra-
tion is pleased to present The Small Business Economy: A Report
to the President. In 2005, the American economy continued to
expand, adding 2 million new jobs, and ended the year with the
seventeenth consecutive quarter of real gross domestic product
growth. Based on Office of Advocacy research, we know that
small business owners contributed to this expansion by con-
tinuing to invest in their companies, hire additional workers,
and develop innovative products and services.

For many Americans, the resilience of the U.S. economy
was tested with Hurricanes Katrina and Rita in August and
September 2005. The affected regions will grapple with the dev-
astation and aftermath for many years. In April 2006, the Office
of Advocacy cosponsored a conference, “Entrepreneurship:
The Foundation for Economic Renewal in the Gulf Coast
Region,” in New Orleans with the Ewing Marion Kauffman
Foundation, the Public Forum Institute, and the Gulf Coast
Urban Entrepreneur Partnership. Speaker after speaker dis-
cussed the challenges they face as small business owners, yet the
prevailing sentiment was one of hope and opportunity. Alabama,
Louisiana, and Mississippi have the opportunity to reinvent
their economies—something that could bring long-term eco-
nomic benefits once accomplished. To view the conference pro-

ceedings, please visit http://www.sba.gov/advo/research/.

The U.S. economy was also affected by the devastating hurri-
canes. Growth in real GDP fell in the fourth quarter; the retail
and travel and leisure industries experienced decreased employ-
ment; oil prices increased dramatically; and overall optimism
declined. Many of the hurricane-related challenges, though,
were short-term phenomena. The economy bounced back and

continues to grow briskly, a sign of its resilience.
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Previous reports have discussed technology transfer and the
importance of small firm innovation to new firm formation
(see chapters by Scott Shane in the 2004 edition and William
Baumol in the 2005 volume). This year’s report features two
chapters that build on that concept. In discussing technol-
ogy transfer, we dealt with the importance of university-based
research and development and its linkages to new entrepreneur-
ial ventures. Mark Weaver, Pat Dickson, and George Solomon
write in this report of the benefits of education in general to
new startups and their success.

Also, we often discuss the vital role that small business owners
play in the economy. Implicit in this discussion is that small
businesses can play a role in economic development. That was
the focus of the April New Orleans conference and of a “best
practices” conference the Office of Advocacy cosponsored in
2005. Economic development officials must decide whether to
focus their resources on attracting large firms or to devote their
energies toward growing the small businesses they already have.
In this report Steve Quello and Graham Toft address these
challenges, focusing on the benefits of “economic gardening”

over “chasing smokestacks.”

Economic development can take many forms, and in addition to
the normal basket of incentives, the perceived business environ-
ment can have an impact on economic activity. Many states have
begun adopting regulatory flexibility laws and executive orders
modeled after the federal Regulatory Flexibility Act (RFA).
Since the Advocacy state regulatory flexibility model legislation
initiative was introduced in December 2002, 34 state legislatures
have considered the model bill, and 19 states have implemented
regulatory flexibility through either legislation or executive order.
Meanwhile, Advocacy involvement in federal agency rulemak-
ings helped secure $6.62 billion in first-year cost savings and
$966 million in recurring annual savings for small entities in
fiscal year (FY) 2005. Advocacy conducted 21 training sessions
on the RFA, in accordance with the requirements of Executive

Order 13272, as reported in the chapter on this topic.
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This report also summarizes the economic and small business
financial climate in 2005, and examines progress on small busi-
ness procurement. Generally, the economy and financial mar-
kets were supportive of small business growth in 2005. And in
the context of efforts to improve small business access to the
tederal procurement markets, small businesses won a signifi-
cant share of FY 2005 contracts. A chapter on women’s busi-
ness ownership takes advantage of newly released data from the

U.S. Bureau of the Census.

In summary, of the nearly 26 million firms in the United States,
most are very small—97.5 percent of employer and nonem-
ployer firms have fewer than 20 employees. Yet cumulatively,
these firms account for half of our nonfarm real gross domestic
product, and they have generated 60 to 80 percent of the net
new jobs over the past decade. Entrepreneurs rightly command
enormous respect, and their contributions to the U.S. economy
are followed by academics and policymakers alike.

Fortunately, small business owners, many of whom are too busy
running their businesses to ponder their own importance to the
macroeconomy, continue to provide the vitality needed to spur
new innovation and continued economic expansion for years
to come.

Chad Moutray

Chief Economist & Director
of Economic Research
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Executive Summary

The Small Business Economy is a review of how small businesses fared in the
economy in 2005, in the financial markets, and in the federal procurement
marketplace, as well as new information about women in business. Chapters
6 and 7 offer guest contributors’ studies of, respectively, links between educa-
tion and entrepreneurship, and an approach to economic development that has
been called “economic gardening.” In its 25th year of overseeing the imple-
mentation of the Regulatory Flexibility Act of 1980, the Office of Advocacy
takes a look back and ahead at ways to improve the regulatory environment
for small firms. Appendices provide additional data on small businesses and

background information on the Regulatory Flexibility Act.

‘The Small Business Economy in 2005

Three economic indicators key to an analysis of the economy’s performance
are output, productivity and unemployment. From 2004 to 2005, all three
were up, and 2005 was generally a good year for the economy, although a
deceleration occurred in the aftershocks of the late summer hurricanes. The
estimated number of small business starts in 2005, at 671,800, was higher than
the estimated number of closures, at 544,800, contributing to an estimated
total of 5.99 million employer firms—a new high. The estimated number of
nonemployer firms also reached a new high, at 19.86 million. The number of
self-employed individuals continued to increase. Over the 1995-2004 decade,
about 0.3 percent of adults per month became primarily self-employed.
Nonfarm sole proprietorship income was up 7.5 percent in 2005, and corpo-
rate income, representing a mixture of large and small firm business returns,

was also up, by 16.4 percent.

Small Business Financing

Favorable financial conditions supported U.S. economic growth in 2005, in
spite of the effects of hurricanes and increases in energy prices. Real gross
domestic product grew at a rate of 3.1 percent in 2005 compared with 3.75
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percent in 2004. Growth was supported by a relatively stimulative fiscal policy
combined with a tightening monetary policy. Long-term interest rates remained
fairly stable, and by the end of the year, both short- and long-term rates were
at about the same level. Net domestic borrowing by all sectors increased by
19 percent—a pace comparable to the 17 percent growth from 2003 to 2004.
Business borrowing was at an all-time high, primarily as a result of borrowing
by the nonfinancial corporate sector, but also reflecting high levels of bor-
rowing by nonfarm, noncorporate businesses. Commercial banks expanded
lending in 2005 and eased lending standards and terms on commercial and
industrial loans in response to competition from nonbank lenders. The relative
importance of banks of different sizes continued to evolve. Very large banks
accounted for 71 percent of total domestic bank assets and 39 percent of small
business loans under $1 million. Finance companies increased their lending by
6.8 percent in 2005. Public equity and initial public offering (IPO) markets
were active, although down somewhat from 2004. Total IPO offerings were
valued at $39.7 billion in 2005.

Federal Procurement from Small Firms

A number of efforts were under way in 2005 to improve the market for small
businesses contracting with the federal government. For example, regulations
promulgated with small business support in 2004 provided guidance to “other
than small” contractors about subcontracting with small businesses. Changes
in the subcontracting rule set the stage for the new Electronic Subcontracting
Reporting System, which became operational in October 2005. Efforts con-
tinued to provide greater transparency in federal contracting. Changes to
the Central Contractor Registration process implemented in April 2005 are
expected to improve accuracy and reduce previously required data input. The
Office of Advocacy was also asked to participate in a supporting role with the
U.S. Small Business Administration (SBA) in the Service Acquisition Advisory
Panel, which will review laws and regulations regarding the use of commer-
cial practices, performance-based contracting, the performance of acquisition
functions across agency lines of responsibility, and the use of government-wide
contracts. As efforts to improve the small business contracting marketplace
continued, small businesses were awarded $79.6 billion in contracts in fiscal
year (FY) 2005, according to the SBA Office of Government Contracting
report based on the second year of data from the Federal Procurement Data
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System-Next Generation (FPDS-NG). This represented 25.36 percent of
the $314 billion in federal prime contract dollars available for small business

competition.

Women in Business

Recently released statistics offer new information about women in the work
force and in the business community. Data from sources that include the
Current Population Survey, the American Community Survey, the Economic
Census, and the Survey of Business Owners are the basis for a review of the
characteristics of women-owned business and women’s participation in the
labor force. More than 51 percent of the population and nearly 47 percent of
the labor force are women. Between 1997 and 2002, the number of women-
owned firms overall increased by 19.8 percent, and the number of women-
owned employer firms rose by 8.3 percent. In 2002, women owned 6.5 million
or 28.2 percent of nonfarm U.S. firms. More than 14 percent of these firms
were employers, with 7.1 million workers and $173.7 billion in annual payroll.
Minority groups in the United States had larger shares of women business
owners than did the non-Hispanic White population: 31 percent of Asian
American and 46 percent of African American business owners were women.
Almost 80 percent of women-owned businesses in both 1997 and 2002 had
receipts under $50,000; most of women-owned business receipts were in the
wholesale and retail trade and manufacturing industries. In 2002 significant
proportions of women-owned businesses were in the professional, scientific,
and technical services.

Entrepreneurship and Education

A review of recent research on the impact of general education on entrepre-
neurship suggests three generalizations, according to guest contributors Mark
Weaver, Paul Dickson, and George Solomon. First, the evidence suggests a
positive link between education and entrepreneurial performance. Second,
when the forms of entrepreneurship examined are divided into “necessity entre-
preneurship” and “opportunity entrepreneurship,” the relationship between
entrepreneurship and education becomes clearer. Third, the education-entre-
preneurship link is not linear—the highest levels of entrepreneurship are linked
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to individuals with at least a bachelor’s degree, but higher levels of education
are not generally found to be positively linked to entrepreneurship. A review
of research specific to entrepreneurship education suggests a link, although no
definitive evidence, between such education and venture creation. The precur-
sors of entrepreneurial activity can be important and measurable outcomes for
entrepreneurship education, the researchers find.

Economic Gardening

“Economic gardening” is an entrepreneur-centered growth strategy that
balances the more traditional economic development approach of business
recruitment. The approach examined here by researchers Steve Quello of CCS
Logic and Graham Toft of Growth Economics, was developed by the city of
Littleton, Colorado, in 1989 in conjunction with the Center for the New West.
It began as a demonstration program to deal with the sudden erosion of eco-
nomic conditions following the relocation of the city’s largest employer. The
economic best practices that evolved in Littleton were associated with one of
three critical themes: infrastructure—building and supporting the community
assets essential to commerce and overall quality of life; connectivity—improv-
ing the interaction and exchange among business owners and critical resource
providers; and market information—accessing competitive intelligence on
markets, customers, and competitors comparable to the resources historically
available to larger firms. Economic gardening is finding application in a num-

ber of community settings, especially in the Western states.

The Regulatory Flexibility Act in
Fiscal Year 2005

Enacted in 1980, the Regulatory Flexibility Act (RFA) reached a 25-year anni-
versary in 2005. The SBA’s Office of Advocacy oversees implementation of the
law, which 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 comment. President Bush’s Executive
Order 13272, signed in August 2002, gave agencies new incentives to improve
their compliance with the RFA. Advocacy efforts to implement the law resulted
in FY 2005 regulatory cost savings to small entities of $6.62 billion in first-
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year and $966 million in recurring annual savings. Pursuant to E.O. 13272,
Advocacy trained federal agencies in implementation of the law in FY 2005.

In response to Advocacy’s model state legislation initiative, 18 states intro-
duced regulatory flexibility legislation in 2005. The importance of state regula-
tory flexibility for small businesses is demonstrated in a real life example from
Colorado. The Colorado Department of Revenue proposed an amendment to
a rule that would require hotels and restaurants offering resealing of opened
bottles to purchase commercially manufactured stoppers and sealable contain-
ers such as bags or boxes. The overall cost of compliance for this regulatory
proposal was estimated at approximately $1.8 to $3.3 million. After discussions
with small business representatives and before going further with the rulemak-
ing process, the Department of Revenue agreed to revise its initial proposal.
The revised rule was a success for small businesses as it provided a more eco-
nomical way for them to comply with the rule while meeting Colorado’s policy
objective. The example demonstrates how agencies, as well as small businesses
in other states, would benefit greatly by implementing a comprehensive regu-
latory flexibility system.
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The SMALL BUSINESS
ECONOMY

Synopsis

The year 2005 saw a sustained economic expansion, which in many ways was a
continuation of the previous few years. Output rose and equity markets inched
upward while unemployment was down over the course of the year. The esti-
mated number of firms and self-employed climbed. Growth was decelerating in
the fourth quarter, most likely related to the devastating effects of Hurricanes
Katrina and Rita.

Introduction

The small business universe is often hidden from view. Businesses in retail
trade, an industry that is among the most visible of those inhabited by small
firms, constituted just 12.9 percent of employer firms in 2003.! Often small
firms are difficult to view statistically as well: much of current federal data
are in aggregate business statistics that do not separate out small and large
firm sectors.

Both small and large businesses are important in the provision of goods and
services. Most large businesses were once small, and many small business own-
ers once worked in large businesses. The constant movement across size classes
makes it difficult to determine the status of the small business sector from any
one piece of data. Key indicators in taking the pulse of small business include
the number of business starts and stops, and the availability of small business
“fuel”—bank financing.

For research purposes, the Office of Advocacy often defines a small business
as one with fewer than 500 employees.” This definition results in about an
even split between large and small businesses of private sector employment

1 U.S. Department of Commerce, Bureau of the Census.

2 For government program purposes, the U.S. Small Business Administration’s Office of Size Stan-
dards, www.sba.gov/size, lists criteria for small business size designation by industry.
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and output, with small businesses employing 50.7 percent of the private sec-
tor work force and generating about half of nonfarm private gross domestic
product. This 500-employee threshold also means about 99.9 percent of busi-
nesses are small. The size difference between the average (mean) small and
large businesses was stark in 2003, according to the latest U.S. Census Bureau
data. The average small employer had one location and 10 employees, while

the average large employer had 61 locations and 3,300 employees.’

Although small and large firms differ by definition in size, they are affected
by economic conditions in similar ways. A series of devastating hurricanes,
increasing fuel costs, and an ongoing war had important effects on both groups
in 2005.

The information presented here opens a window on the status and role of small
business in 2005 and on government statistics available for further exploration.
Additional numerical and historic data in Appendix A provide a further look
at the small business marketplace.

Small Business in 2005

It is often said that a rising tide lifts all boats. In the business community,
the tide overwhelms about 10 percent of firms annually; these businesses are
replaced by a slightly larger number. The smaller businesses come and go, and
it is this turnover that is a great virtue of the small business sector, where strug-
gling ventures are replaced by new ideas. Good economic news and strong
economic indicators from small businesses do go hand in hand.

In analyzing the economy’s annual performance, three statistics—output,
productivity, and unemployment—are key. From 2004 to 2005, output and
productivity were up—as was unemployment (Table 1.1). So 2005 was a
good year for the economy, although a deceleration was occurring; trends in
these indicators were better in the 2003—2004 period than in 2004-2005.
This is not surprising considering the economic aftershocks of Hurricanes

Katrina and Rita in 2005. Real GDP in the fourth quarter of 2005 was half

3 For more basic details on small business, see the SBA Office of Advocacy’s Frequently Asked Ques-
tions at www.sba.gov/advo/stats/sbfaq.pdf.
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Table 1.1 Quarterly Economic Measures, 2004—2005 (percent)

2004 2005

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
Real GDP change (annual rates) 43 35 40 33 38 33 41 17
Unemployment rate 57 56 55 54 52 51 50 50
GDP price deflator (annual rates) 37 39 13 27 30 26 33 35
Productivity change (annual rates) 37 37 16 27 34 11 49 02
Establishment births 03 -17 32 71 90 75 11 NA
Establishment closures 19 06 45 -72 84 -20 -03 NA

NA = Not available.

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.

the increase of the third quarter. Unemployment did not decline from the
third to the fourth quarter.

Small businesses, representing half of private sector employment, were at the
center of output, productivity, and unemployment changes; but as these fig-
ures are not broken out by firm size on a timely basis, other indicators offer
more insight into the small business sector. In 2005 the estimated number of
employer firm births, at 671,800, was higher than the number of closures, at
544,800 (Table 1.2).* The net gain contributed to an estimated total of 5.99
million employer firms—a new high. The number of smaller ventures also
reached a new high: the estimated number of nonemployers was 19.86 million
in 2005.° The number of self-employed individuals also increased.

Even with the prime rate climbing throughout 2005, financing was sought
after to start and grow small firms. Bank commercial and industrial loan dollars
were up 12.6 percent from 2004 to 2005. Bank loan officers reported stronger
loan demand throughout 2005 and the loosening of credit standards.

4 Note that business bankruptcies were up in 2005; however, it is believed that the increase is in part
the result of more individuals attempting to file before more restrictive bankruptcy rules were to be
in place.

5 Employer size data in Census’s Statistics of U.S. Businesses have been available since 1988; nonem-
ployer data have been available annually since 1997.

6 National private sector loan demand did decelerate from the third quarter to the fourth quarter,
again most likely related to the effects of the hurricanes.

The Small Business Economy 9



Table 1.2 Business Measures, 2004—2005

Percent

2004 2005 change

Employer firms (nonfarm) e 5,865,400 e 5,992,400 2.2
Employer firm births e 642,600 e 671,800 45
Employer firm terminations e 544,300 e 544,800 0.0
Self-employment, nonincorporated 10,400,000 10,500,000 1.0
Self-employment, incorporated 5,200,000 5,300,000 1.9
Business bankruptcies 34,317 39,201 14.2

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 the Administra-
tive Office of the U.S. Courts.

Wages are important to small businesses because payroll represents a very large
share of their costs; moreover, high wages may entice owners away from busi-
ness ownership and into wage work. Wage statistics for the year are mixed, with
aggregate figures showing solid gains while average figures showed declines.
Aggregate wages and salaries were up 6.0 percent from 2004 to 2005, while
inflation-adjusted average hourly earnings were down 0.7 percent.” Benefits,
which continue to be difficult for many small businesses to offer, saw gains that
continued to outpace wage gains, and were up 4.1 percent for 2004-2005.

Even against a backdrop of rising energy prices, real estate costs, wages,
and interest rates, nonfarm sole proprietorship income was up 7.5 percent.
Corporate income, a mix of small and large business returns, was also up sub-
stantially during the year, by 16.4 percent.

Although the equity markets are dominated by large firms, they are home to
an important group of small firms, often referred to as gazelles: these nascent
entrepreneurs and companies are often the recipients of seed investments in
the equity markets. In line with the increases in sole proprietorship income and
corporate profits, the S&P 500 Index was up 6.8 percent and the NASDAQ_

7 Aggregate wage-and-salary data are from the U.S. Department of Commerce, Bureau of the Census;
adjusted average hourly earnings are from the U.S. Department of Labor, Bureau of Labor Statistics.
These figures are not comparable as the first figure is not adjusted for inflation, but the divergent
trends show that there are “facts” for both critics and supporters to tout.

10 The Small Business Economy



was up 5.7 percent over the course of the year—solid increases, although still

below their 2000 levels.

Demographics

Overall, self-employment (as a primary occupation and including incorporated
ventures) rose 12.2 percent from 1995 to 2004, with 10.2 percent of the 2004
work force choosing self-employment.® The number of self-employed overall
declined somewhat from 1995 to 2000, and then increased considerably from

2000 to 2004 (Table A.10). Over the 1995-2004 decade, about 0.3 percent of
adults per month became primarily self-employed.’

Women’s self-employment rate was below the overall rate but increased more
than men’s self-employment over this period. Men represented two-thirds of
the self-employed in 2004.

Large self-employment gains occurred in all nonwhite race and ethnic ori-
gin categories; however, self-employment rates remained low for Black and
Hispanic populations. By 2004, White Americans still constituted most of the
self-employed—88.3 percent.

Trends in business ownership by veterans moved in the opposite direction, with
large declines in self-employment—22 percent over the 1995-2004 decade—
but a high self-employment rate of 14.8 percent in 2004. Most of the declines

in veterans’ self-employment were over the 1995 to 2000 period.

Individuals with disabilities that restrict or prevent some types of work sought
self-employment opportunities at rates higher than the national average.
These business owners had a 14.3 percent self-employment rate. The number
that were self-employed changed little over the 1995 to 2004 period, gaining
3.8 percent.

8 Owner characteristics are available through the Bureau of the Census’s Economic Census Survey of
Business Owners (SBO) and the joint Census/Bureau of Labor Statistics (BLS) Current Population
Survey (CPS). Recently the SBO released very detailed 2002 figures by owner type, industry, and
location (www.census.gov/csd/sbo/.) While this program produces invaluable geographic and indus-
try figures, this section will employ the CPS figures in an attempt to focus on more current figures.

9 Robert W. Fairlie, Kauffman Index of Entrepreneurial Activity (Ewing Marion Kauffman Founda-
tion, 2006); see www.kauffman.org/items.cfm?itemID=703.
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Patterns in the age of the self-employed population matched findings from
years past. Few younger workers are self-employed; self-employment rates
increase with age; most of the self-employed are middle-aged; and in line
with population shifts, self-employment is climbing substantially in the older

age categories.

With respect to education as a component of human capital: like the gen-
eral population, most of the self-employed—38.5 percent—have high school
diplomas or less schooling. Self-employment rates increase with educational
attainment, reaching 13.9 percent for individuals with master’s degrees or
above. The increase in the self-employed from 1995 to 2004 was also in the
higher education categories.

The Amazing Maze of Federal Data

The federal government provides scores of statistical resources that can be
accessed by small business owners, even from home.!* Many datasets are based
on surveys such as BLS’s price indices; others are based on administrative data,
such as the Internal Revenue Service’s Statistics of Income tax return counts;

still others are based on a combination, such as Census’s Economic Census.

Finding the right source is often the challenge, with data dissemination scat-
tered among the various federal agencies. The tried and true method of starting
with the Census Bureau’s Statistical Abstract of the United States, which contains
basic information from many federal and nonfederal sources, still works today.'!
Researchers who need more detail can conduct follow-up work on the sources
listed in tables with similar data. Umbrella government websites, in addition to
general Internet searches, are other good methods to find data.'?

10 For working from home statistics that include the self-employed, see www.bls.gov/news.release/
homey.toc.htm.

11 For the Statistical Abstract of the United States, see www.census.gov/prod/www/statistical-abstract.
html. Other useful publications include Economic Indicators (www.gpoaccess.gov/indicators) and
the Economic Report of the President (www.gpoaccess.gov/eop).

12 See www.fedstats.gov, www.firstgov.gov, and the Federal Reserve Board of Governors’s FRED at
http://research.stlouisfed.org/fred2/.
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Multiple “quick glance” products from the government combine various data
sources and provide state-level data. See Census’s state profiles (http://quick-
facts.census.gov/qfd/), BLS’s state profiles (http://www.bls.gov/eag/home.
htm), the Bureau of Economic Analysis’s state profiles (http://www.bea.gov/
bea/regional/bearfacts/statebf.cfm) and the SBA Office of Advocacy’s state
and territory profiles (www.sba.gov/advo/research/profiles). Many govern-
ment agencies also have electronic push technologies to inform users of newly
released data.”

The hunt is not necessarily over if the information is not published. For the
truly adventurous, Census makes basic data from CPS available so individuals
can create their own cross-tabulations.* But the adventurous are advised to
view the number of responses used to create tables to make sure that the results
are representative.”® Census also will produce special aggregate data requests at
cost, as in the Statistics of U.S. Business program, but users should recognize
that they will not release figures that violate companies’ privacy concerns.'

Users may be looking for one simple number or for large electronic datasets:
both are available, but often the historic data are not in the desired format.
Because data producers strive to provide statistics that are comparable over
time, new data sources are rare and changes occur infrequently. With respect
to business statistics, manufacturing and agriculture grabbed the lion’s share
of resources years ago and have not been good at sharing. Data on small busi-
nesses or by size of firm have had an uphill battle ever since and many of the
data programs are relatively new, making acquiring historical data from a few

decades ago challenging.

13 The Federal Reserve Board’s email notification (www.federalreserve.gov/generalinfo/subscribe/
notification.htm), BLS’ news service (www.bls.gov/bls/list.htm) and Advocacy’s listservs (http://
web.sba.gov/list/) are good examples.

14 See http://dataferrett.census.gov/.
15 Calculating average figures across a few time periods can help mitigate this issue.
16  See http://www.census.gov/csd/susb/susb.htm.

17 Even obtaining the number of firms can be daunting. From 1929 to 1963, the precursor to the
U.S. Department of Commerce, Bureau of Economic Analysis (BEA), the Office of Business
Economics, produced the number of firms by major industry, but, “The last substantial revision was
made in January 1963 and revealed errors in the earlier estimates for absolute number and rate of
growth .. .” (The Historical Statistics of the United States, Colonial Times to 1970, U.S. Department of
Commerce, Bureau of the Census, 1975, 909.)
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Fortunately, the Kauffman Foundation and the National Academy of Sciences
are collaborating in an examination of currently produced small business
statistics: a committee report is expected to be released in the fall of 2007
with recommendations. Efforts to close some of the data gaps are currently
under way with the expansion of the Bureau of Labor Statistics’ Business
Employment Dynamics to include geographic data and of the Census Bureau'’s

Nonemployer Statistics to include dynamic (business entry and exit) data.

Continued Growth?

The Office of Advocacy does not attempt to read the tea leaves, but provides
current small business statistics in Small Business Quarterly Indicators.'® Past
quarterly indicators and information about firm size show that the small busi-
ness sector has grown steadily if sometimes slowly over time, so deviations

from this pattern would be unusual.

Somewhat surprisingly, a National Federation of Independent Business
(NFIB) poll found that only 51 percent of small employers wanted to grow
their firms; fewer than 10 percent aspired to become “growth firms.”" This
10 percent is a small percentage of all firms, but certainly the group of firms
largely responsible for changing the competitive nature of markets and devel-

oping new markets.

NFIB’s monthly survey found a 1.7 percent decline between 2004 and 2005
in the number of firm owners who thought it was a good time to expand. The
lower level continued into the first few months of 2005. The surveys have also

found that health care issues top small business concerns in recent years.”

18 See www.sba.gov/advo/research/sbei.html.

19 National Federation of Independent Business, Success, Satisfaction and Growth, NFIB National
Small Business Poll, Volume 1, Issue 6, 2001, www.nfib.com/object/sbPolls.

20 National Federation of Independent Business, Small Business Economic Trends, see www.nfib.
com/page/sbet.
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SMALL BUSINESS
FINANCING in 2005

Synopsis

The U.S economy grew at a slower pace in 2005 as the economy entered the
tourth year of recovery from a relatively mild recession in 2001. The Federal
Open Market Committee continued to tighten monetary policy by raising
the target federal funds rates at each of its scheduled committee meetings.
Financial markets, however, accommodated the financing needs of all sectors—
the federal and state governments, housing, and business. Pressure on inflation
caused by high energy prices and global demand remained subdued. Equity
markets remained unstable and dipped in 2005, while the level of new small

initial public offerings was limited.

Economic and Credit Conditions in 2005

Despite the effects of devastating hurricanes and increases in energy prices, the
U.S. economy maintained moderate growth in 2005. Spending by the household
sector (consumer spending and housing investment) remained strong because
of high household wealth and high housing prices. With historically high and
continuous increases in oil prices placing a squeeze on disposable spending and
with a rising debt burden, real gross domestic product grew at a slower rate—at
3.1 percent in 2005, compared with 3.75 percent in 2004, while core inflation

remained contained.

Favorable financial conditions supported U.S. economic growth in 2005. Credit
conditions remained supportive for financing business expansions, even though
the Federal Open Market Committee (FOMC) gradually tightened monetary
policy. The target federal funds rate was increased by 25 basis points at each of
the FOMC meetings beginning in June 2004. In a nutshell, economic growth
in 2005 proved to be resilient based on a relatively stimulative fiscal policy

combined with a tightening monetary policy.

Small Business Financing in 2005 15



Interest Rate Movements

The FOMC continued a steady tightening of monetary policy through eight
consecutive rate increases during the year in an effort to curtail pressure on
inflation. The target funds rate increased by 2 percentage points over the
period—from 2.25 percent at the beginning of the year to 4.25 percent at
year’s end. The demand and supply of funds available in the financial markets
determine the movements in long-term interest rates. Long-term interest
rates remained fairly stable, and by the end of the year both short- and long-
term interest rates were at about the same level, resulting in a flat yield curve.
Corporate bond rates with AAA ratings declined further during the first half
of the year and reached their lowest level in the summer, at 4.96 percent, then
began a gradual increase during the second half of the year, ending at 5.37
percent (Chart 2.1).

The prime rate, the base index rate for most small firm loans, moved up
steadily throughout the year, from 5.25 percent at the beginning of the first
quarter to 7.00 percent toward the end of the year. In general, interest rates
paid by small firms followed a similar pattern, in line with overall interest
rate movements in the capital and credit markets. Over the past three years,
loan rates charged by banks for small business borrowing—mostly adjustable
rates—moved in parallel with money market rates. Rates paid by small business
owners for variable-rate loans with 2- to 30-day repricing periods rose about
2.0 percent from November 2004 to November 2005. This is comparable to
the increases in money market rates for one- to two-month commercial paper
or for four-week Treasury bills. For example, rates for loans of $100,000 to less
than $500,000 rose from 4.69 percent in November 2004 to 6.65 percent in
November 2005 (Table 2.1; see the appendix to this chapter for all quarters).
Rates for fixed-rate loans with a year or more in maturity for all three loan size

categories moved up throughout the year, but at a slightly slower pace.

The Nonfinancial Sector’s Use of Funds in Capital Markets

The slow but continued growth in the economy was reflected in the use of
tunds by the nonfinancial sectors. For example, net domestic borrowing in the
financial markets by all nonfinancial sectors increased by 19 percent—from
$1,933 billion in 2004 to $2,295 billion in 2005—a pace comparable to the
17 percent growth in borrowing from 2003 to 2004. The ongoing increases in
borrowing can be attributed to continued heavy borrowing by households and
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Chart 2.1 Interest Rate Movements, 2000 to 2005
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Source: Board of Governors of the Federal Reserve System, Federal Reserve Bulletin, various issues.

increased borrowing by state and local governments and the business sector

(Table 2.2).

Federal, State, and Local Government Borrowing

While federal government spending continued to increase, although at slower
rates than in 2004, federal budgetary deficits declined as a result of increased
tederal revenues in 2005. According to the national income account estimates,
the federal budget deficit in 2005 declined to $318 billion compared with
$413 billion in 2004.* Borrowing by the federal government followed a pattern
similar to that of 2004, declining further to $307 billion in 2005 from $362
billion in 2004—a 15 percent decrease—but still accounting for more than 10

percent of total net borrowing by nonfinancial sectors in the financial markets

(Table 2.2).

The level of borrowing by state and local governments in 2005 increased sig-
nificantly, to $177 billion, from a two-year average of $118 billon (Table 2.2).
State and local governments expanded borrowing in the financial markets for

1 See Federal Reserve Bank of St. Louis, “Government revenues, spending, and debt,” National Eco-
nomic Trends, April 2006, 16.
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Table 2.1 Loan Rates Charged by Banks by Loan Size, November 2000-
November 2005

Variable-rate Variable-rate

Loan size Fixed-rate loans loans

(thousands of dollars) term loans (2-30 days) (31-365 days)

November 1-99 8.07 6.69 7.72
2005

100-499 7.48 6.65 7.41

500-999 6.70 6.38 7.00

Minimum-risk loans 4.98 4.51 4.88

November 1-99 6.76 452 6.53
2004

100-499 6.21 4.69 5.75

500-999 4.80 4.41 5.08

Minimum-risk loans 4.42 2.62 2.96

November 1-99 6.53 4.27 6.11
2003

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

November 1-99 7.34 5.14 7.11
2002

100-499 6.21 4.42 5.51

500-999 5.99 3.93 4.91

Minimum-risk loans 2.84 3.85 3.19

November 1-99 7.97 5.53 7.59
2001

100-499 6.83 4.79 6.23

500-999 6.30 4.29 4.56

Minimum-risk loans 5.71 2.59 3.20

November 1-99 10.33 9.95 10.18
2000

100-499 9.96 9.24 9.77

500-999 8.66 8.63 8.68

Minimum-risk loans 9.25 7.12 7.82

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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capital projects such as school construction, as the budgetary position for most

state governments improved significantly in 2005.

Borrowing by the Household Sector

Borrowing by the household sector reached a new high of $1.205 trillion in
2005, as households continued to dominate borrowing by nonfinancial sec-
tors. Household borrowing accounted for slightly over 50 percent of total net
borrowing in the U.S. financial markets. Household sector borrowing grew by
18 percent, from $1.023 trillion in 2004 to $1.205 trillion in 2005 (Table 2.2).
Rising household wealth sustained the housing market along with still rela-
tively low mortgage rates. These rates encouraged borrowing by households,

which lowered personal savings rates.?

Business Borrowing

Business borrowing reached an all-time high of $606 billion in 2005, up from
$429 billion in 2004. Most of the increase was the result of increased borrow-
ing by the nonfinancial corporate sector. The increase in capital expenditures
was supported by a large increase in internal sources of funds (Table 2.3).°
Net business borrowing by nonfinancial corporations continued to increase in
2005, soaring by 66 percent to an annual rate of $289 billion from $175 billion
in 2004. Nevertheless, corporate borrowing remained below the high levels

reached in the late 1990s.

Net borrowing by nonfarm, noncorporate businesses increased to a record high,
accounting for 50 percent of total business borrowing in 2005. Borrowing by
this sector has, until the recent past, been at lower levels and less volatile than
corporate borrowing; however, it increased significantly in 2004 and 2005.
High levels of borrowing in commercial mortgages over this period contrib-
uted to the large increases (Table 2.4).

2 See Board of Governors of the Federal Reserve System, Flow of Funds Accounts, Fourth Quarter
2005: Z1, Flows and Outstandings, F.8 Savings and Investment, March 2006.

3 Before-tax corporate profits rose from an annual rate of $574 billion in 2004 to $868 billion in
2005.
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Lending by Financial Institutions to Small
Businesses

With ample liquidity available in the financial markets and in spite of large
increases in money market rates, commercial banks expanded their lending
activities in 2005. As the economy continued to improve, banks eased their
lending standards and terms on commercial and industrial (C&I) loans
throughout the year in response to competition from nonbank lenders and
increased tolerance for risk.* According to the Federal Reserve Board’s Senior
Loan Officer Survey, banks reported rising demand for C&I loans, with a few
reporting an increase in demand for C&I loans from small firms. The survey
noted that, on net, banks had narrowed the spreads of loan rates, reduced the
cost of credit lines, and increased the maximum maturities and sizes of loans
or credit lines. Profits of U.S. commercial banks were moderately high because
of generally favorable financial and economic conditions in 2005.° Net operat-
ing income for all FDIC-insured institutions reached $130.4 billion in 2005,
compared to $117.0 billion the previous year.®

Lending to Small Businesses by Commercial Lending
Institutions

The Office of Advocacy’s study of lending by commercial banks has been
expanded for 2005 to include federal and state savings banks and savings and
loan associations (S&Ls), in addition to the commercial banks covered in pre-
vious bank studies. The total number of institutions included in the study was

4 See “Profits and Balance Sheet Developments at U.S. Commercial Banks in 2005,” Federal Reserve
Bulletin, 2006, and the Federal Reserve Board’s Senior Loan Officer Opinion Survey on Bank Lend-
ing Practices, February 2006.

5 Return on assets (ROA) was slightly down from 2004 by 3 basis points to 1.31, but was still in the
upper half of its range for the last 10 years, while return on equity (ROE) reached its lowest level in
more than 10 years, of 13.01 percent. The decline can be attributed to an increase in equity relative
to assets because of the accumulation of good will acquired as a result of some recent large mergers.
See “Profits and Balance Sheet Developments at U.S. Commercial Banks in 2005,” Federal Reserve
Bulletin, June 2006, A77-A95, or visit http://www.federalreserve.gov/Pubs/Bulletin/2006/bank-
profits/default.htm.

6 See Federal Deposit Insurance Corporation, “Quarterly Banking Profile,” Table II-A, or visit the
agency’s web page, http://www2.fdic.gov/qbp/2006mar/qbp.pdf.
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7,624 as of June 2005.7 It is important to note that the overall trend of institu-
tional consolidation follows the pattern that has appeared in previous studies.

The dollar amount of business loans outstanding increased steadily for most
loan sizes between June 2003 and June 2005. Increases were larger for larger
small business loans (loans between $100,000 and $1 million), up 12.3 percent
over the 2003—2005 period, compared with a very small increase in micro busi-

ness loans, of 1.4 percent.

In contrast to the previous year’s pattern, total business borrowing by large
businesses increased more than small business borrowing. Total business loans
increased by 11.1 percent, from $1.51 trillion in June 2004 to $1.68 trillion
in June 2005, compared with 4.6 percent over the previous one-year period.
Large corporations increased their bank borrowing when they moved away
from higher-rate commercial paper and as they continued to finance mergers

and acquisitions.

Total small business loans (loans under $1 million) amounted to $600.8 billion
in June 2005—$23.7 billion more than in the previous year (Table 2.5). The
dollar value of the smallest business loans grew only slightly, by 1.9 percent,
while the number increased by 24.8 percent, from 15.2 million in June 2004
to 19.0 million in June 2005. The 19.0 million loans represented outstanding

micro business loans valued at $138.4 million.

As discussed in the 2004 report on The Small Business Economy, declines in
both the dollar amount and number of loans under $100,000 over the June
2003 to June 2004 period represented mostly an accounting phenomenon.®
Large increases in the number of these loans between June 2004 and June 2005
confirmed large banks’ continued promotion of small business credit cards.
Small increases in the dollar amount reflect the small account balances main-

tained by small business owners.

7 As reported in Table 2.10 of the 2005 edition of The Small Business Economy, the total number of
banks and banking holding companies (BHCs) in June 2004 was 6,423. The 2004 total shown in
Table 2.6 of this edition is 7,737, so approximately 1,300 additional institutions are included in this
edition (for 2004).

8 Data used in the analysis are adjusted to reflect the consolidation of banking institutions for the
years 2003, 2004, and 2005 in an effort to provide a more accurate report of lending in the banking
industry. Without adjustment, statistics from the call reports for June 2004 showed an even larger
decline. Continued efforts by banks to consolidate credit card accounts held by employees under the
same employer contributed to the adjustments.
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Table 2.6 Number of Lending Institutions by Asset Size, June 2003-June 2005

Institution asset size 2003 2004 2005
Under $100 million 3,705 3,629 3,345
$100 million-$500 million 3,154 3,183 3,188
$500 million-$1 billion 499 491 541
$1 billion-$10 billion 405 430 449
Over $10 billion 96 104 101
Total 7,859 7,737 7,624

Source: U.S. Small Business Administration, Office of Advocacy, special tabulations of 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.

The relative importance of lending institutions of different sizes in the small
business loan markets continued to evolve as the lending industry continued
to grow and consolidate through mergers and acquisitions. The total number
of depository institutions decreased by 113, from 7,737 in June 2004 to 7,624
in June 2005 (Table 2.6). Again, most of the declines over this period were in

the smallest institutions, with assets of less than $100 million.

Lending institutions with total domestic assets in excess of $10 billion num-
bered 101 in June 2005. These large institutions accounted for 73.8 percent
of total domestic assets of these institutions, 62.4 percent of total business
loans, and 43.8 percent of small business loans under $1 million (Table 2.7).
While their share of assets increased between June 2003 and June 2005, their
share of small business loans overall remained the same over this period. These
giant institutions have been more active in the market for micro business loans
(loans under $100,000) than for larger small business loans (loans of $100,000
to $1 million). They accounted for almost 50 percent of total micro business
loans and 42 percent of larger small business loans as of June 2005. The large
institutions’ micro business loans outstanding were valued at $60.3 billion, and
larger small business loans totaled $194.1 billion.

The dominance of large lending institutions in the micro business loan market
is even more apparent when their participation in C&l loans is examined sepa-

rately from commercial mortgages. Large institutions accounted for more than
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Table 2.7 Share of Small Business Loans, Total Business Loans, and Total Assets by
Asset Size of Lending Institution, 2003—2005 (percent)

Share of small business loan dollars Share of

total Share of
Institution asset Under $100,000 Under business total
size / year $100,000 to $1 million $1 million loan dollars assets
Assets under $100 million
2005 8.5 41 51 21 1.8
2004 9.2 4.4 5.6 2.4 2.1
2003 10.4 4.8 6.2 2.6 2.3
Assets between $100 million and $500 million
2005 20.0 22.0 215 11.2 7.4
2004 21.2 22.2 22.0 12.0 8.0
2003 21.7 224 22.2 11.6 8.4
Assets between $500 million and $1 billion
2005 6.6 9.9 9.2 6.1 3.9
2004 6.4 9.1 8.5 6.0 3.9
2003 7.2 9.6 9.0 6.1 4.3
Assets between $1 billion and $10 billion
2005 15.0 22.0 20.4 18.2 13.1
2004 13.9 20.9 19.3 18.1 13.3
2003 13.8 20.4 18.8 17.0 13.8
Assets over $10 billion
2005 49.8 42.0 43.8 62.4 73.8
2004 49.2 43.3 447 61.5 72.8
2003 47.0 42.8 43.8 62.7 71.2

Source: U.S. Small Business Administration, Office of Advocacy, special tabulations of 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 2.8 Profile of Small Business Lending by Institution Size and Loan Type,
June 2005

Asset size of institution

$100
Over  $1 billion $500 million Less
$10 to $10  million to to $500 than $100
billion billion  $1 billion million million  Total
Commercial and industrial loans
Under $100,000 57.4 14.2 5.9 15.8 6.6 100
$100,000 to $1 million 48.4 20.9 8.1 18.5 4.0 100
Mortgages
Under $100,000 22.4 18.1 9.2 35.0 15.4 100
$100,000 to $1 million 38.0 22.6 1.1 241 4.2 100

Source: U.S. Small Business Administration, Office of Advocacy, special tabulations of 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.

half of all C&l loans made in the smallest loan amounts (less than $100,000)
in June 2005 (Table 2.8). They also accounted for roughly 48 percent of C&I
loans of $100,000 to $1 million. In contrast, large banking institutions were
not as active as smaller ones in the nonresidential commercial mortgage mar-
kets—they accounted for only 22.4 percent of these micro business loans (under
$100,000) and only 38.0 percent of the larger small business mortgage loans of
$100,000 to $1 million.

Lending by Finance Companies

Business loans from finance companies have shown large increases since 2001,
up 6.8 percent compared with an average of 0.78 percent over the previous four
years. The increase in 2004 was 3.2 percent. Total business receivables outstand-

ing reached $504 billion in 2005, up from $472 billion in 2004 (Table 2.9).

Equity Borrowing in the Public Issue Markets

The U.S. public equity and initial public ofterings (IPO) markets were rather
active in 2005, although the volumes declined from the 2004 level. The total
value of IPO offerings was down by 17 percent from a high of $48.0 billion
in 2004 to $39.7 billion in 2005 (Table 2.10). IPO offerings in 2005 were
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Table 2.9 Business Loans Outstanding from Finance Companies,
December 31, 1980-December 31, 2005

Total receivables outstanding Annual change
in chain-type*
Billions price index for
of dollars Change GDP (percent)
December 31, 2005 504.2 6.8 3.5
December 31, 2004 471.9 3.2 4.2
December 31, 2003 457 .4 0.5 2.7
December 31, 2002 455.3 1.9 1.6
December 31, 2001 447.0 -2.5 0.8
December 31, 2000 458.4 16.3 3.7
December 31, 1999 405.2 16.6 45
December 31, 1998 347.5 9.1 4.2
December 31, 1997 318.5 2.9 45
December 31, 1996 309.5 2.6 3.7
December 31, 1995 301.6 9.7 2.4
December 31, 1994 274.9 NA 25
December 31, 1993 294.6 -2.3 23
December 31, 1992 301.3 1.9 25
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 21.9 3.5
December 31, 1983 113.4 12.9 3.8
December 31, 1982 100.4 0 5.3
December 31, 1981 100.3 11.1 8.5
December 31, 1980 90.3

* Changes from the fourth quarter of the year before.
NA = Not available.

Source: Board of Governors of the Federal Reserve System, Federal Reserve Bulletin Statistical
Supplement, 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 2.10 Common Stock Initial Public Offerings by All and Small Issuers,

1995-2005

Common stock

Amount

Average size

Number (millions of dollars) (millions of dollars)
Offerings by all issuers
2005 227 39,667.4 174.7
2004 249 48,003.4 192.8
2003 84 15,956.9 190.0
2002 86 25,716.3 299.0
2001 95 37,194.7 391.5
2000 385 60,782.2 157.9
1999 508 62,801.5 123.6
1998 363 37,895.1 104.0
1997 621 46,175.6 74.4
1996 850 52,190.3 61.4
1995 570 32,786.1 57.5
Offerings by issuers with assets of $25 million or less
2005 10 570.9 57.1
2004 19 763.8 40.2
2003 6 514.4 85.7
2002 10 410.4 41.0
2001 14 477.2 34.1
2000 56 3,323.9 59.4
1999 205 10,408.9 50.8
1998 128 4,513.7 35.3
1997 241 5,746.1 23.8
1996 422 10,642.0 252
1995 248 5,603.1 22.6
Offerings by issuers with assets of $10 million or less
2005 5 412.9 82.6
2004 9 378.3 42.0
2003 2 16.9 8.5
2002 4 150.9 37.7
2001 5 54.9 11.0
2000 13 407.2 313
1999 86 3,5625.9 41.0
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 SEC.

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

Securities Data, May 2006.
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roughly two-thirds of the volume reached in 1999, but were much higher than
the 2002 and 2003 levels. The IPO market remained very selective—limited to
higher quality and larger offerings. Offerings by smaller issuers with assets of

$25 million or less showed insignificant increases over the 2001-2003 period.

IPO offerings by venture-backed companies mirrored the 2005 IPO market.
Venture-backed companies numbered 56 and raised a total of $4.5 billion—a

40 percent decline in volume from 2004.

Venture Capital Funds

Venture capital companies’ performance remained flat, and matched that of
2004. Funds invested by venture capitalists totaled roughly $22 billion in 2005,
about the same amount as in 2004.° However, the number of deals in 2005
totaled 2,939, up from 2,399 in 2004. The venture capital industry continued
a shift toward later-stage investing, a trend in place for the last five years.
As a result, funding for early-stage companies dipped slightly to $4.1 billion
in 2005 from $4.4 billion the previous year. Later-stage funding rose by 22
percent from $8 billion in 2004 to $9.7 billion in 2005 and accounted for 952
deals. Funds raised by venture capital firms increased to $25.2 billion.

Angel Investment

The angel investor market grew modestly in 2005, by 2.7 percent from the pre-
vious year, with total investments of $23.1 billion."® A total of 49,500 entrepre-
neurial ventures received angel funding in 2005, up 3.1 percent from 2004."
Active investors numbered 227,000, with an average of four or five joining
forces to fund an entrepreneurial startup in 2005. Angels are the largest source
of seed and startup capital; they provided $12.7 billion—55 percent of their
total investment—to seed and startup companies.'

9 See Pricewaterhouse Coopers and the National Venture Capital Association, Money Tree Report,
Full-year & Q4 2005 Results, http://www.pwemoneytree.com/exhibits/05Q4MoneyTreeReport_
FINAL.pdf.

10 Jeffrey Sohl, professor, Whittemore School of Business and Economics, and director, University of
New Hampshire, Center for Venture Research.

11 Jeffrey Sohl, press release, “The Angel Investor Market in 2005: The Angel Market Exhibits Mod-
est Growth,” March 2006.

12 Investment by venture capital companies in seed and early-stage companies was $4.1 billion in

2005.
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Conclusion

Overall, borrowing in the financial markets showed slight increases in 2005,
primarily as a result of borrowing by household and government sectors, despite
continued increases in interest rates. The FOMC steadily tightened monetary

policy over the course of the year.

Large lending institutions continue to dominate in the small business and
commercial and industrial lending markets. In 2005, angel investing con-
tinued to be the largest source for seed and startup capital. Equity capital
markets were active but weak, and venture-backed IPOs continue to favor

later-stage investing.
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Appendix 2A

Table 2A.1 Loan Rates Charged by Banks by Loan Size,
February 1998—November 2005

Variable-rate Variable-rate

Loan size Fixed-rate loans loans

(thousands of dollars) term loans (2-30 days) (31-365 days)

November 2005  1-99 8.07 6.69 7.72
100-499 7.48 6.65 7.41

500-999 6.70 6.38 7.00

Minimum-risk loans 4.98 4.51 4.88

August 2005 1-99 7.90 6.09 7.09
100-499 6.89 6.23 6.52

500-999 6.39 5.82 5.65

Minimume-risk loans 4.24 412 4.15

May 2005 1-99 7.48 5.74 7.13
100-499 6.44 5.71 6.27

500-999 5.74 5.49 5.27

Minimum-risk loans 3.90 3.79 3.83

February 2005 1-99 7.05 5.25 6.61
100-499 6.38 5.08 6.09

500-999 5.82 4.52 5.05

Minimum-risk loans 6.58 3.24 4.42

November 2004 1-99 6.76 4.52 6.53
100-499 6.21 4.69 5.75

500-999 4.80 4.41 5.08

Minimum-risk loans 4.42 2.62 2.96

August 2004 1-99 6.71 4.59 6.25
100-499 5.81 4.06 5.06

500-999 4.54 3.99 4.45

Minimum-risk loans 5.52 2.07 3.33

May 2004 1-99 6.49 4.21 6.05
100-499 5.77 878 4.90

500-999 5.24 3.50 3.62

Minimum-risk loans 5.42 1.67 2.54

February 2004 1-99 6.80 4.29 6.05
100-499 5.31 3.76 4.58

500-999 3.78 3.41 4.81

Minimum-risk loans 5.50 1.59 1.81

Small Business Financing in 2005 33



Table 2A.1 Loan Rates Charged by Banks by Loan Size,
February 1998—November 2005—continued

Variable-rate Variable-rate

Loan size Fixed-rate loans loans

(thousands of dollars) term loans (2-30 days) (31-365 days)

November 2003  1-99 6.53 4.27 6.11
100-499 5.68 379 5.03

500-999 4.99 3.22 3.94

Minimum-risk loans 5.50 1.59 1.81

August 2003 1-99 6.68 4.15 6.34
100-499 6.01 3.49 4.74

500-999 5.67 3.69 3.97

Minimum-risk loans 4.85 1.58 2.33

May 2003 1-99 6.84 4.78 6.49
100-499 6.13 3.92 5.56

500-999 5.83 3.34 4.21

Minimum-risk loans 5.62 1.87 2.41

February 2003 1-99 6.80 4.29 6.05
100-499 5.31 3.76 4.58

500-999 3.78 3.41 4.81

Minimum-risk loans 4.08 2.64 2.40

November 2002  1-99 7.34 5.14 7.11
100-499 6.21 4.42 551

500-999 5.99 3.93 4.91

Minimum-risk loans 2.84 3.85 3319

August 2002 1-99 7.75 5.05 7.32
100-499 6.51 4.32 5.14

500-999 5.92 3.69 3.88

Minimum-risk loans 6.94 3.74 2.58

May 2002 1-99 7.75 5.06 7.09
100-499 6.81 4.46 6.08

500-999 6.39 3.69 5.13

Minimum-risk loans 4.58 3.05 2.43

February 2002 1-99 7.91 5.26 7.28
100-499 6.57 4.31 5.89

500-999 6.41 3.73 4.45

Minimum-risk loans 7.11 2.23 2.70
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Table 2A.1 Loan Rates Charged by Banks by Loan Size,
February 1998—November 2005—continued

Variable-rate Variable-rate

Loan size Fixed-rate loans loans

(thousands of dollars) term loans (2-30 days) (31-365 days)

November 2001  1-99 7.97 5.53 7.59
100-499 6.83 4.79 6.23

500-999 6.30 4.29 4.56

Minimum-risk loans 5.71 2.59 3.20

August 2001 1-99 8.73 7.15 8.60
100-499 7.72 6.46 7.29

500-999 6.63 6.81 6.06

Minimume-risk loans 7.47 4.34 4.83

May 2001 1-99 9.12 7.91 8.87
100-499 8.34 7.25 8.06

500-999 7.40 6.55 6.24

Minimum-risk loans 7.23 5.20 5.24

February 2001 1-99 9.84 9.10 9.89
100-499 8.88 8.24 9.11

500-999 8.08 7.51 7.75

Minimum-risk loans 8.13 6.18 6.63

November 2000  1-99 10.33 9.95 10.18
100-499 9.96 9.24 9.77

500-999 8.66 8.63 8.68

Minimum-risk loans ©.25 712 7.82

August 2000 1-99 10.44 9.98 10.18
100-499 9.70 9.45 9.32

500-999 8.87 9.31 8.52

Minimum-risk loans 9.23 7.07 7.56

May 2000 1-99 10.01 9.66 9.68
100-499 9.24 9.04 8.90

500-999 8.77 8.68 8.24

Minimum-risk loans 7.90 7.16 717

February 2000 1-99 9.64 9.31 9.41
100-499 8.81 8.44 8.70

500-999 9.24 7.88 7.88

Minimum-risk loans 7.80 6.88 7.70
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Table 2A.1 Loan Rates Charged by Banks by Loan Size,
February 1998—November 2005—continued

Variable-rate Variable-rate

Loan size Fixed-rate loans loans

(thousands of dollars) term loans (2-30 days) (31-365 days)

November 1999  1-99 9.44 8.90 9.32
100-499 8.84 8.03 8.38

500-999 8.41 7.50 7.50

Minimum-risk loans 6.51 6.19 7.01

August 1999 1-99 9.19 8.79 9.15
100-499 8.71 7.91 8.00

500-999 7.86 7.55 7.55

Minimum-risk loans 6.74 5.76 6.48

May 1999 1-99 8.90 8.36 9.03
100-499 8.28 7.70 8.23

500-999 7.62 7.20 777

Minimum-risk loans 6.33 5.26 5.91

February 1999 1-99 8.99 8.77 9.05
100-499 8.41 7.68 8.12

500-999 7.90 6.90 6.97

Minimum-risk loans 5.62 6.12 5.83

November 1998  1-99 9.45 9.15 9.21
100-499 8.51 8.01 8.28

500-999 7.81 7.10 7.04

Minimum-risk loans 5.90 5.69 6.16

August 1998 1-99 9.62 9.62 9.60
100-499 8.29 8.66 8.29

500-999 7.97 7.82 7.28

Minimum-risk loans 6.77 6.25 7.06

May 1998 1-99 9.88 9.81 9.76
100-499 8.77 8.78 8.58

500-999 8.57 7.72 7.64

Minimum-risk loans 7.77 6.27 6.20

February 1998 1-99 9.81 9.83 9.77
100-499 8.92 8.44 8.72

500-999 8.08 7.47 7.78

Minimum-risk loans 8.96 5.97 6.38

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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FEDERAL PROCUREMENT
from SMALL FIRMS

Synopsis

In 2002, President George W. Bush introduced his Small Business Agenda,
which called for new efforts to 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. Since then, a
number of efforts have been ongoing, including new guidance for large busi-
nesses subcontracting to small firms, improvements in small business size stan-
dards, clarification of the “novation” regulations relating to small businesses
acquired by larger ones, initiatives toward more transparency in federal pro-
curement data, and steps to reduce the contract bundling that can leave small
firms out of the competition. In FY 2005, the SBA’s Office of Advocacy was
involved in a number of efforts to work with individual agencies and small
firms to help move the federal procurement markets further along the path of

increased small business participation.

Small businesses were awarded more than $79.6 billion in direct prime contract
awards in fiscal year 2005, according to statistics from the Federal Procurement
Data System-Next Generation (FPDS-NG). Based on that database, the
SBA’s Office of Government Contracting reported that the government had
again exceeded its small business prime contract goal of 23 percent, awarding
small firms 25.4 percent of the $314 billion in government prime contract dol-

lars available for small business competition.

The Office of Advocacy continued to build on research efforts conducted in
previous years as part of the effort to improve the climate for small business
contracting. Advocacy procurement studies have focused on topics such as elec-
tronic procurement, contracting with veteran-owned businesses, the categori-
zation/coding of businesses for procurement purposes, and contract bundling.
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Federal Procurement Policy Initiatives in 2005

In his 2002 Small Business Agenda, President Bush directed the government

to improve small business access to government contracts, specifically to:

o Ensure that government contracts are open to all small businesses

that can supply the government’s needs,
o Avoid unnecessary contract bundling, and

e Streamline the appeals process for small businesses that contract

with the federal government.!

In FY 2005, the SBA’s Office of Advocacy participated in a number of efforts
to address concerns with respect to procurement from small firms by specific
tederal agencies and to broaden opportunities for small businesses in the fed-

eral procurement marketplace; for example:

e Advocacy was asked in February 2005 to participate in a staff sup-
portive role with the SBA in an Acquisition Advisory Panel pursu-
ant to the Services Acquisition Reform Act. The purpose of the
panel was to review laws and regulations regarding the use of com-
mercial practices, performance-based contracting, the performance
of acquisition functions across agency lines of responsibility, and the
use of government-wide contracts.

e In March, Advocacy joined the SBA in a letter to the House
Appropriations Committee urging Congress not to renew a one-
year provision that prohibited the Department of Defense (DOD),
in a public-private A-76 competition, from giving an advantage to a
private offeror that provides less comprehensive health care coverage
than the federal government. The provision will have the unin-
tended consequence of limiting small businesses’ ability to compete,
since small businesses often cannot afford the level of health care
coverage provided to federal employees. Data show that small firms
won about two-thirds of A-76 competitions between 1995 and
2004.2

1 See http:// www.whitehouse.gov/infocus/smallbusiness.

2 See http://www.sba.gov/advo/laws/comments/lewis05_0316.html.
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e Advocacy provided comments in April 2005 to the Senate
Committee on Small Business and Entrepreneurship concerning
a subcontracting provision in the Iraq/Afghanistan Emergency
Supplemental Appropriations Act for 2005. In part as a result of
these and other concerns, the bill was modified to require Advocacy
to be part of a Department of Energy (DOE) and SBA team
to study DOE management and operating (M&QO) contracts
to encourage new M&QO opportunities for small businesses and
increase their role in prime contracting.’

e Advocacy worked with the DOD and the Office of Management
and Budget (OMB) to address concerns regarding the impact of
requiring small businesses to place Radio Frequency Identification
Tags (RFID) for delivery of materiel. DOD performed a detailed
cost-benefit analysis on the regulation’s impact on small businesses
and authorized extensive training for its small business suppliers on
RFID technology. DOD will require that passive tags be applied to
cases and pallets and to individual high-value items.

In the federal procurement arena, small businesses continued to make progress
toward a more level playing field, as efforts were under way to increase small
business subcontracting, reduce contract bundling, increase transparency in
small business contracting data, and improve small business access to federal
procurement opportunities.

Subcontracting

Regulations promulgated with small business support in 2004 provided guid-
ance to “other than small” contractors—large businesses subcontracting with
small businesses.* The final rule also authorized federal agencies to evaluate
a contractor’s past performance in meeting subcontracting goals as a source
selection factor in placing orders through the Federal Supply Schedules, gov-
ernment-wide agency schedules, and multiple award contracts. These changes
set the stage for the new Electronic Subcontracting Reporting System (ESRS),
which became operational in October 2005. ESRS is a part of the President’s

3 See http://www.sba.gov/advo/laws/comments/snowe05_0413.pdf.

4 See Small Business Government Contracting Programs; Subcontracting (RIN: 3245-AF12) pub-
lished in the Federal Register, December 20, 2004, 69 Federal Register 75820.
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Management Agenda for Expanding Electronic Government to provide
greater transparency in federal procurement subcontracting data.

Contract Bundling

The practice of bundling contracts—combining two or more contracts into a
large single agreement—most often pushes small firms out of the competition.
An Office of Advocacy study found that contract bundling was at a ten-year
high in 2001.° President Bush’s 2002 Small Business Agenda requested agen-
cies to stop the unnecessary bundling of contracts and required the OMDB’s
Office of Federal Procurement Policy (OFPP) to develop a detailed plan to
implement this objective.® The SBA and OMB/OFPP initiated regulatory
action. The final regulation was published in the Federal Register 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 found that agency bundling data in the Federal Procurement
Data System were miscoded because of confusion about the statutory defini-
tion of contract bundling, inadequate verification of information, and inef-
tective controls in the FPDS reporting process. Much of the work done by
Advocacy in the area of contract bundling in FY 2005 was with specific agen-
cies and specific small businesses to address individual case situations.

Small Business Procurement Data

An FY 2005 Advocacy-sponsored study 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
coding problems pertained to a number of companies found to be other than
small among 1,000 businesses coded as small in the FY 2002 procurement
data. The coding problems could have resulted from errors in the companies’
size identification or from companies growing to—or having been acquired

by—Tlarger businesses during the course of the contract.

5 See http://www.sba.gov/advo/research/rs221tot.pdf.
6 The OMB/OFPP report is available at http://www.acqnet.gov.
7 67 Federal Register 47244, January 31, 2003, and 68 Federal Register 60015, October 20, 2003.

8 The report is available at http://www.sba.gov/advo/research/rs246tot.pdf.
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Efforts to provide greater transparency in federal procurement data continue.
In 2004, the General Services Administration and the OMB/OFPP intro-
duced the fourth generation of the FPDS-NG. Work is ongoing to correct
problems in the quality, timeliness, and accuracy of the data under the new
system. The new FPDS-NG is designed to reduce the potential for human
error in transferring data from the contractor to the contracting agency to the
FPDS. When the system is fully operational, small business stakeholders will
be able to retrieve federal small business procurement numbers in real time and

make policy and marketing decisions more quickly and accurately.’

In April 2005, SBA continued to provide more transparency in counting small
businesses by making changes to the Central Contractor Registration (CCR)
process, using its Small Business Logic program to determine the small busi-
ness status of companies registered in the CCR. This is expected to improve
accuracy and reduce previously required data input. Companies are no longer
required to populate the SBA-certified small disadvantaged business, SBA-
certified 8(a), and SBA-certified HUBZone business type fields. The SBA will
provide accurate data regarding the firms it has certified as HUBZone, 8(a),
and small disadvantaged business, and will validate, for each North American
Industry Classification System (NAICS) code listed in a trading partner pro-
file, the small business and emerging small business status of the firm based on
the employee and revenue data it provided to CCR.™

These and other regulatory changes in proposal stages are significant initia-
tives to improve the process of providing more transparency in counting small

business contract awards.

Federal Contracting with Small Firms in FY 2005

In FY 2005, federal government awards exceeded those in the previous ban-
ner year of FY 2004, when 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). Of the $314 billion total in FY 2005, small

businesses were the recipients of more than $79.6 billion in direct prime

9 See Amendment 2004-04, General Services Acquisition Regulations (GSAR) Case 2004-G509,
Access to the Federal Procurement Data System, December 28, 2004.

10 Information on CCR is available at http://www.ccr.gov/.
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Table 3.1 Total Federal Prime Contract Actions, FY 2004—-FY 2005

Thousands of dollars Small business

Fiscal year Total Small business Share (percent)
2005 314,002,424 79,624,883 25.35
2004 299,886,098 69,228,771 23.09

Note: In 2004, GSA and OMB/OFPP introduced the fourth generation of the FPDS. The FPDS-NG data
shown here, unless otherwise noted, reflect all contract actions available for small business competi-
tion (excluding some categories), not just those over $25,000.

Source: General Services Administration, Federal Procurement Data System.

contract dollars, up from $69.2 billion in FY 2004, according to FPDS-NG
data.”! The small business share of the dollars available for small business
competition again exceeded 23 percent, reaching 25.36 percent, following
achievement of 23.09 percent in FY 2004, according to the database.

In FY 2003, small businesses were awarded approximately $45.5 billion in
subcontracts from prime contractors. Subcontracting statistics for FY 2004 are
not available, but it is estimated, based on the FY 2003 level of subcontract-
ing, that small businesses were awarded nearly $50 billion. Based on previous
trends, the estimate for small business subcontracting dollars in FY 2005 is
about $60 billion, for a total of some $140 billion in small business prime con-
tract and subcontracting dollars in FY 2005.

Sources of Small Business Awards by Department/Agency

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

from the DOD (Tables 3.2-3.4). DOD’s share of overall procurement dollars

11 The following disclaimers to the FY 2005 Small Business Goaling Report appear at the Small
Business Administration’s Office of Government Contracting website (http://www.sba.gov/GC/
goals/index05.html). “Fiscal Year 2005 is the second year the FPDS-NG has produced the Small
Business Goaling Report. There are three issues identified in this year’s report. One is government-
wide; the other two are agency-specific. Government-wide: “The FY 2005 Small Business Goaling
Report does not provide 8(a) credit for delivery orders against Indefinite Delivery Vehicles (IDVs).
This issue will be fixed in time for the FY 2006 report.” USAID [U.S. Agency for International
Development] specific: USAID is still in the process of entering their FY05 data into FPDS-NG;
therefore this report is not a complete reflection of their small business achievement. USAID is
working diligently to enter their data, and expect to be finished by the end of this summer.” DOD
specific: “The number of actions reported is fewer than it should be because DOD consolidates
certain actions into single contract reports. This does not affect the dollar amount or small business
percentages.””
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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—-FY 2005

Total

Fiscal (thousands Percent of total

year of dollars) DOD DOE NASA Other
2005* 314,002,424 69.7 7.3 3.9 19.1
2004* 299,886,098 70.3 7.3 4.2 18.2
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 53 22.2
1999 188,846,760 66.4 8.4 5.8 19.4
1998 184,178,721 64.1 8.2 5.9 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 57 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 4.0 9.0

* In 2004, the General Services Administration and the Office of Federal Procurement Policy (OMB/
OFPP) introduced the fourth generation of the FPDS. The FPDS-NG data shown here for FY 2004
and FY 2005 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

previous years.

Note: Percentages shown are the agencies’ percentages of total contract dollars, not just small busi-
ness contract dollars. See Table 3.3 for the agencies’ share of dollars in small business contracts.

Source: General Services Administration, Federal Procurement Data System.

Federal Procurement from Small Firms 43



9 /e ¥0'0 ¥0'0 /1760082 921'920'ce Juspisald 8y} JO 8010 8AIINoeXT]
0g 8c 200 €00 86e'9zL'El 266'c6E'Le uoissiwwio) AyunuioddQ uswhojdwz [enb3
A Ll /50 290 €11'06Y'86E /19'96.'G61 Aously Uo08I0Id [BIUBWILOIIAUT
14 ¥ /2€ 0s'e 6/2'cv8'€9z'e 8%71'GeS'88.'2 SIlely suelals Jo Juswiedsq
Gl Sl 860 780 G8I'VE6 LL9 9t2'G89'G99 uoleodsuel] Jo Juswedeq
el €l €0'L 060 eov'eze' L 092'920'812 Ainseai] oy} jo Juswiiedeq
o] ! L8] 760 65G'2r8'9v6 0EL'VEL'GYL oJels Jo Juswieds
9l 9l G8'0 0.0 09/'€18°'/8S 606°L0L 2GS Joge jo wswiledeq
8 6 ¥8°L 18k G6L'GEL LLC' L v09'9v /L e’ | 201isnp Jo Juswiedeq
6 8 6.1 181 998650V’ | 2z1'628'06Y" Jousiu| ey jo Juswiedsq
4! 4! 660 980 €12'666'989 /2v'SeL'189 juswdojere ueqin pue BuisnoH Jo juswiiedag
L c av'e G9'S ¥22'9/0'90L'L clo'eee'geh'y Ainoeg puejewoH jo juswiiedsq
€ € ge'e ey 066'000'6E€'C 061'609'G5E'E S90IAIBS UBWNH PUE Y}[EsH Jo juswiiedsq
LE b ce'L 8Ll 186'1G2'816 £96'02E'6£6 ABisuz jo swpedsq
0c (014 GL0 GL0 £60'879'20 1 0vE'S68'GL | uolreonp3 Jo Juswpeds
L L 619 8G'/9 9vE'9/1'826'9Y 150'920'208'€S asusje( Jo Juswiedeq
el o] GL'L or Al 089'6EY' V6. 1£0'89€'G86 90JaWWOY 0 Juswpedaq
S S €82 ar'e 768'/85'/G6'} 801'G59'GS6' | ainynolby Jo Juswiede(
ce ve 100 100 889'e52'S 800'6EE'Y uoiss|wwog Aejes 1onpoid Jewnsuo)
ve .8 100 000 EV6'LES'E 0£6'082'¢ uoissiwwo Buipel] seiming Aypowwod
— 6c — 200 — 2G.L'2s6'el 90IAI8S Ajunwiwo pue [euoijen 1o} uonelodio)
8l e 800 L00 082'7v6'LS /5¥'96.'8 (0022 '2S k1) Juswdolere( [euOiBUISI| J0f AOUBDY
00°00} 000} L/S1//'82¢2'69 LEV'E88'V2I'6L sejousbe |e ‘[eloL
002 A4 S002 Ad 002 Ad 5002 Ad 002 Ad 5002 Ad
yuey (auaosad) uonnquisip ssaulsnq |jews |ejo]

ssauisng [jews

G002 Ad PUe 002 Ad ‘@2inog Aouaby Buunoold Aq suoijoy joeljuo) Ui siejjoq Jo aleys ssauisng [jews o uonnquisia €' alqel

44  The Small Business Economy



+ou| ‘sesdielug Jendwo) [egojn) pue ‘WelsAS Ble( 1UsWaIN00I [1apa ‘UOIBISIUILPY SOOIAISS [BISUSK) :00IN0S

‘sJieak snoineid 1o} 8soyl Yyim a|qesedwod AjOLIS 10U 81 G002 PUB 002 A4 10} sainbiy ey
"000°Gz$ Jon0 asoy} 1snf jou ‘(seliobaleo swos Buipnjoxs) uoiedwod SSauUISNg [[ews o) 8|ge|ieA. SUOIIO. JOBIIUOD [[B 108|401 818y UMOYS Blep HN-SAdH 8yl ‘810N

.8 o 000 000 919'80.'L 06€°.€ KousBy uonewo] 'S’
87 ce 000 100 20/'6e8 G62'G0L'9 Aousby juswdojereg pue epe.L
61 8l €e0 6€°0 960'98/ ‘222 19L°'G0L'0LE uonessuiwpy Alnoeg [e1oog
G2 44 ¥0'0 100 G92'SvS'8e G1G'G92'95 uonNYIsU| UBIUOSUNWS
L 9¢ 70°0 ¥0°0 €19°108'9¢ 259°/61 e uoljelisiulWpy ssaulsng |[ews
44 €2 600 G0'0 26526165 Lvy'2L8' Ly uoIssIWWOY 8bueyOX3 pue SolIN08S
ge °15 000 000 09z'eer'e 06e'8LL'E pieod juswaliey peoljiey
[33) [0]9) 100 100 692'056'G 065'788'8 sdioQ soeed
L L O 0+0 2ll'Gee'ss L¥G'2ce 08 JuswieBeUBI [PUUOSISd JO SO0
ve ve 500 500 E€8'1G8'VE 2G.'Gee'6e uoissiwwo) Aioreinbay JesjonN
6e 6e 000 000 061802+ 76E'€8E°C pJieog A1ejes uoneyuodsuel| [euonen
8¢ 14 €00 700 GGg'eve'ee v8.'61L2'GE uoljepuno- sousIog [euolieN
— Sy — 000 — 918'€0} pJeog uoneIps\ [euoleN
(014 €C 000 100 LY9VL0'L ¥SE'606°G pieod suolje|ey J0geT [euciieN
8¢ ey 000 000 €60'1799'L 81 ‘GGG SeljiuBWNH PUe SLY 8y} U0 UOEepUNO [BUOHEN
€2 or 900 000 0€6'vSY'0r 2ve'srl'e UOIIBJISIUILPY SPI028Y PUB SAIYDIY [BUOIHEN
9 9 l9¢ cce 0/G'168'708' L 28 veY 0LL } uolje.isiulpy 90edS puE SONEUOISY [EUOHEN
- 8e — 000 — evy'298'e uoielodiod ebus|ieyd wniuusiji
€€ 9€ 00 000 Lvv'266'y lGe'6le'e UOISSILIWOY 8pel] [euclieualu]|
4 A YA L6' ov9'v09'19L'e €92'290'81G'I uoleJIsIuILIPY S82IAISS [elausy)
(974 87 000 000 816'8¢ 819'826'| UoISS|WWOY 8pel] [eiopa-]
44 4% 000 000 65€'eLy 9e2' ISy UOISS|WWOYD SWileN [elopad
6¢ 61 €00 0€0 265'619° L1 066 'S et Aousby Juswebeue|y Aousbiews [elepa

9€ 144 000 000 g6L'leL'e 92s'HEs' UOISSILUWOY UoNO8|3 [e4opa]

45

Federal Procurement from Small Firms



% 4 6505 €€°GE EY8'976 FGLLL8'L vEL'GYL €G2'60k'C oJels Jo Juswpieds(

€¢ Ge 8L'Y (A% 2Sc'8l6 98¢€°/86°LC L2e'eed 6.5'G58'ce ABisuz jo Juswiedsq
& & 9¢'€S /16°'LS ovy'v6. €9/°16v'} 89€°G86 181'968°L 90JBWWOY 40 Juswiiedeq
L 9l 6.¢e Y9've SeLL/e't 95.'9/8°¢ VAR A4 GE0'S9L'Y aonsn Jo Juewyedeq
¢ ¢ 6€°€S ¥¢'GS ¥65°0ve - €L/'€ee'e 628°061 " £78'869°C loueiu| 8y} Jo Juswiedeq
8 Gl ceey 96'v€ ¥09°19L'E 8120V L 290815} 1182veE'y UOHBJISIUIIPY S8DIAISS [elBUSD)
0¢ €2 (a4t 44t 268708’ 691951 ¢ H S61'0LL L L€6'65C CH Uole.ISIuILPY 80BdS PUB SOINEUOISY [BUOHEN
S ¥ 8687 €967 885°256'} 80Y'966'€ GG9'SS6° 65}'8v6'C a1 noLBy Jo Juswiedsq
9l 0c L29¢ Gv'8¢ €v8°€92'C €562V 6258822 027°'008°6 Sllejjy SueIlaA Jo Juswiiedaq
el ¢l €9'6c ev'9¢ L00'6EEC €96'C68'L 609'GSE'E cL0'0L2'e S90IAIBS UBWNH PUE Y}[ESH JO Juswiieds(
6 S 9¥'8¢ €9'9% 9/0'90L°} S65'SEY'Y YEE'96Y 1 029°cv9'6 Anoeg puejewioH Jo jJuswiiedeg
L (44 lc'cec VAR 74 9/¥'826'91 eeeerLole 920°/08°€S ¥59'0/6'812 asuaje( Jo Juswpeds
60°€C 9¢g°G¢ 2..'822'69 860988662 €88'V29'6L  ¥2r'c00'VIE [eloL
¥002 5002 002 §00¢2 ssauisnq leloL ssauisnq lejol Kouaby
Ad Ad Ad Ad llews llews
)ueu aieys (auaosad) 002 Ad G002 Ad

IBYS ULy lIews (spuesnouy}) siejjop }oesU0)

G002 PuUe 002 SIeaA [easid ‘salouaby Bulnooid Jolep Gz doj Aq siejjoq jo aieys ssauisng |lewsS '€ ajgel

46  The Small Business Economy



"000°'G2$ 490 8soy} isn| Jou ‘(saliobaied awos Bulpn|oxa)

‘ou| ‘sesiidislug JeIndwo) [BgolD) pue ‘WelsAS Ble( 1UsWaINd0ld [eJopa4 ‘UOHEIISIUILPY S80IAISS [BIaUSK) :80/N0S

"G00C A4 Ul swlij [lews 0} uol||iw Ge$ 1Ses| Je pap.ieme jey)
sa1ousbe asoy) ale pais|| suoleziueblo ay) ‘sie||op |10} 8y} Ul pajuasaldal ale sa1ouabe ||y ‘sJeak snoinaid 1oy sainbiy yum ajgeledwod A1o1s jou ate sainbly sy

edwod SSauISNg |[BWS J0} 8|CB|IBAR SUOIIOR JOBIIUOD |[B 108|J8] 818y UMOUS Blep HN-SAdH 8yl -9IoN

"oda) GOOZ Ut paxjue 10N ,

8l

6l

44

14

(o]

St

(o]

L

ve

€l

8t

6}

GE9Y

cL'9€

/89

8¢'0¢

8991

.9

L0'GL

¥S'ev

YA

96'v€

LLey

vS'el

Gh'6¢

0G9¢

04'9¢

88'vv

0v'9¢

vE'vE

0c'6

66°GY

€6'GE

11°€€

69°€E

8S v

95'€9

889¢€

vve'ee

258'vE

€61°65

S¥S'82

G2e'8L

8¥9'cOL

029'Lt

98/'/ee

067'86€

v18°/85

v€6'L.9

6£6'989

2eeEVLL

9028y

206’76

20198

08.'0vk

6€9'697

Ev0'€eS’

/8Y°€2

0S}'€eS

G80°cSE’

70E 189}

9r'elLS t

866976

168°05Y'C

0zge'se

9e€'6E

[5: N4

992'9S

€22°08

G68°SlL

SvS'ere

G0L'0LE

16.'S6Y

c0l°2SS

G89'G99

GEL°189

12081

005'96

L6} L0k

29l'e6

0/0°€te

0S6'v€e

8¥8'85¢’

L6E'/2S

v¥8'798

£GE'897 |

679°€S9'L

gle'ee't

¥252L0'L

128'or6’

UOIIEPUNOS 82UBI0G [eUOleN
uoissiwwo) Aloje|nbay JesjonN

uoIssIWWOo) abuBYOX3 PUE SB1IILINDSS

uofniisuj ueluosyiws

1uswaBeUBI [BUUOSISd JO 82140

uoiieonpd Jo juswiedsq

Aouaby Juswebeue|y Aousbliawg [elopad
uoneasIulLpY A1iN28g [B100S

Aousby uo1108}0ld [BIUSWUOIIAUT

1ogeT Jo Juswiedaq

uoneyjodsuel] Jo Juswiedsq

juswdojanag ueqln pue BuisnoH Jo uswiedsq

Ainseal] ay} jo Juswpedsq

47

Federal Procurement from Small Firms



reached about 70 percent in both FY 2004 and FY 2005 (Table 3.2). In FY
2005, the DOD awarded $53.8 billion—24.57 percent—of its available dollars
to small businesses, according to the FPDS-NG data (Table 3.4). Of the $79.6
billion awarded to small businesses, 67.6 percent were in DOD awards (Table
3.3). DOD’s small business dollars seem to increase when its acquisition strat-
egy shifts from major weapons systems as occurred in FY 2005.

The next largest source of federal contracting dollar awards to small businesses
was the Department of Homeland Security, which awarded $4.5 billion or
46.63 percent of its dollars to small businesses in FY 2005. Third was the
Department of Health and Human Services, which awarded $3.36 billion or
36.43 percent to small businesses. The Department of Housing and Urban
Development sent the largest share of its contracting dollars to small firms—
63.6 percent of its $1.07 billion total, or $681.7 million (Table 3.4).

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 $17.9 billion has been awarded to small busi-
nesses over the 23 years of the Small Business Innovation Research (SBIR)
program (Table 3.5).? Participating agencies received a total of 30,183 propos-
als in FY 2005 and made 6,171 awards totaling $1.87 billion.

The SBIR program continues to be successful not only for small businesses
and participating federal agencies, but for the American public, which benefits
from the new products and services developed. For example, fast flow pre-fil-
ter cartridges have 20 times greater capacity than conventional cartridges and
offer extraordinary filtration efficiency and dirt holding capability. Broadband
Acoustic Doppler Current Profiler (ADCP) products—ocean research instru-
ments—are widely used by the DOD to measure physical properties of the

12 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 2005

Phase |

Phase Il

Total awards

Fiscal Number of Number of Number of Number of (millions
year proposals awards proposals awards of dollars)
Total 435,330 64,510 51,452 24,743 17,985.84
2005* *26,003 *4,300 *4,180 *1,871 *1,865.90
2004 30,766 4,638 3,604 2,013 1,867.44
2003 27,992 4,465 3,267 1,759 1,670.10
2002 22,340 4,243 2914 1,577 1,434.80
2001 16,666 3,215 2,566 1,533 1,294.40
2000 17,641 3,172 2,533 1,335 1,190.20
1999 19,016 3,334 2,476 1,256 1,096.50
1998 18,775 3,022 2,480 1,320 1,100.00
1997 19,685 3,371 2,420 1,404 1,066.70
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 2,532 1,141 698
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 1,397 765 407 199.1
1984 7,955 999 559 338 108.4
1983 8,814 686 127 74 445

* Preliminary estimates.

Note: 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 Ill 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 2005).
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Table 3.6 Prime Contract Awards by Recipient Category (billions of dollars)

FY 2005 FY 2004

Dollars Percent Dollars Percent

Total to all businesses 314.00 100.00 299.89 100.00
Small businesses 79.62 25.35 69.23 23.08
Small disadvantaged businesses (SDBs) 21.71 6.91 18.54 6.11
8(a) businesses 10.46 3.33 8.44 2.81
Non-8(a) SDBs 11.25 3.58 10.09 3.30
HUBZone businesses 6.10 1.94 4.78 1.58
Women-owned small businesses 10.49 3.34 9.09 3.03
Service-disabled veteran-owned small businesses 1.89 0.60 1.15 0.39

Source: General Services Administration, Federal Procurement Data System.

ocean in regions of interest to the Navy. Advanced magnetometers are for use
in a hand-held electronic compass that has also now become a consumer prod-
uct, the Wayfinder™ Electronic Automobile Compass.®

Procurement from Minority- and Women-owned Businesses

The participation of small women- and minority-owned businesses in the
federal procurement marketplace continues to grow (Tables 3.6-3.8). Small
women-owned businesses’ share of federal procurement dollars grew from 3.03
percent in FY 2004 to 3.34 percent in FY 2005. (Table 3.6). Small disadvan-
taged businesses achieved their 5 percent goal, reaching 6.91 percent or $21.71
billion. Participants in the SBA 8(a) program were awarded 3.33 percent of the
total FY 2005 procurement dollars or $10.5 billion in contracts.

Service-disabled veteran business owners are now among the socioeconomic
groups monitored in the federal procurement marketplace. Public Law 106-50
established a statutory goal of 3 percent of all prime and subcontracting dol-
lars to be awarded to service-disabled veterans. Public Law 108-183 fortified
this requirement by providing the contracting officer with authority to sole-
source and restrict bidding on contracts to serviced-disabled veteran-owned
small businesses. In FY 2001 they were awarded 0.25 percent of direct federal

13  More extensive listings of SBIR accomplishments may be seen at these web sites: DOD, http://
www.dodsbir.net/SuccessStories/default.htm; National Aeronautics and Space Administration,
http://sbir.nasa.gov/SBIR/successes/techcon.html; Health and Human Services (National Insti-
tutes of Health), http://grants1.nih.gov/