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Small Business Contributions

If small business is an object of public policy or is used as a vehicle to

promote public policy goals, it must have some value or make some

contribution to the economy and/or society. If it served no function, it

would be ignored. But, few give much thought or consideration to the

contributions small business and small-business owners make. Aside from

job generation and the healthy number of small-business owner/voters,

always a significant factor in a democratic society, their contributions are

taken for granted or assumed. Rarely are they listed or discussed.' There

seems to be no need.

In truth, there is a need to understand the
contributions small business makes. The
need is more acute for policy-makers than
it is for the general public or small-business
owners themselves, at least in the short-
term. When policy-makers ask or do not
ask smaller firms—or any other sector for
that matter—to perform some role, they
make implicit assumptions about what
small business does well and what it does
not do well. It is better that those
assumptions are informed than based on
outmoded ideas about the relative
strengths and weaknesses of smaller firms.
The following is a necessarily abbreviated
list, but it outlines some of the more
notable contributions small business
makes. The first entry on the list is its most
notable contribution, job generation.

Job Generation
No small-business contribution has received
more attention than job generation. In 1979,
David Birch published a research report that
found small business produced the lion’s
share of net new jobs, i.e., jobs created
minus jobs destroyed.” A precise percentage
of the net new jobs created by small business
has been elusive due to data limitations and
changes in the percent across the business
cycle. Nonetheless, a fair summary of the
relevant research is that small business has
created about two-thirds of the net new jobs
in the United States since 1970.

Exhibit 3.1 presents the results of various
national studies quantifying job generation
at different points in time. The results have

been produced by different researchers, for
different time periods, using different data
sets, and different methodologies. (The
most authoritative in terms of data
reliability is the exhibit’s 1990-95 entry.)
Still, they present a consistent portrayal of
the role small firms play in job generation.
The two most prominent results of these
studies are that small business dominates
the job generation process and that the
small-business share of jobs generated
changes over time. A footnote to these
points is that the data (and studies) are
never current and there are few studies
focusing on subnational jurisdictions, e.g.
states. Important elements of the job
generation process beyond the most basic,
i.e., small business generates a vastly
disproportionate share of the nation’s net
new employment, include:’

* New businesses, almost always small,
account for a substantial portion of the net
new jobs.*

* A small number of rapidly growing firms
create a large share of the jobs not created
by new firms.’

* The proportion of jobs created varies
notably over the business cycle. Large
firms appear to create relatively more
toward the end of a cycle. Small
businesses create virtually the only net
new jobs during recessions and the early to
mid portions of an expansion. The number
of jobs it creates tends to be constant



across time. As a result, small business
stabilizes the economy over the business
cycle while larger firms destabilize it
through wild employment swings.

The small-business contribution to job
generation is not confined to the United
States, though its existence was discovered
here and its impact is strongest here in
terms of net jobs created. In a cautiously
worded assessment of job generation in
several
Organization for Economic Cooperation
and Development (OECD) concluded
that, for the time frames under review,
“SMEs have provided a disproportionate
share of gross and net job gains in OECD

6

industrialized countries, the

Member countries.”
Small periodically
produce studies allegedly refuting the small
business job generation thesis. None to date
have had merit and none have resulted in
alteration of the fundamental ideas put
forward over 20 years ago. The two most
prominent critiques are based on:

business critics

1. A Static Analysis — In the book Employers
Large and Small,’ two researchers argued that
the share of employment in large and small
firms has not changed appreciably over the last
several years. If small business had created this
large, disproportionate share of new jobs, the
researchers reasoned, surely the small business
share of employment should have grown.

Exhibit 3.1

Small Business Job Generation

The researchers unfortunately assessed
the issue staticly. They failed to consider a
dynamic economy. Firms are born; they
grow; they die. A small, but critical number
of businesses like MicroSoft or Wal-Mart,
move from very small to very large. Large
and/or
die/merge. Chrysler is a shadow of itself as
is General Motors. Whatever happened to
Wang Computers or Digital Equipment?
Eastern and Pan American Airlines died
long ago. The process is like a fountain,
water spraying from the bottom with a few
spurts reaching extraordinary heights and
then tumbling back into the pool. The
shape of the water spewing from the
fountain doesn’t change. But the individual
droplets are in constant motion. The top
continually needs regeneration from the
bottom. So, it is new entries and small
firms growing into the large businesses and
large businesses then dying that allows
small business to be the job generator while
large and small retain their respective
employment share.

firms meanwhile contract

2. Bizarre Growth Measures — Growth is
typically measured from one point in time,
e.g., birth, , to a second point in time, e.g.,
10* birthday; for example, Junior grew two
inches last year. Job generation is typically
measured that way, too. Subtract all the
people small business employs on a specific
date, e.g., May 1, 1990, from all of the

Size of Business

Years Net New Jobs (000s) <20 Empls. 20-499 Empls. 500+ Empls.
1990-95' 6,853 49.0% 27.5% 23.5%
1988-90* 2,666 153.8 -31.9 -18.8
1986-88° 6,169 24.1 20.8 55.1
1984-86° 4,611 35.5 16.8 47.7
1982-84° 4318 48.8 27.9 233
1980-82° 1,542 97.9 -2.4 4.5
1978-80° 5,777 26.3 18.8 54.9
1976-78 6,062 38.2 34.5 27.3
1969-76* 6,759 66.0 20.7 13.3

'Small Business Growth by Major Industry, 1988-1995, Office of Advocacy, SBA, 2000.

*State of Small Business, 1991, Office of Advocacy, SBA, 1992.
*State of Small Business, 1992, Office of Advocacy, SBA, 1993.
*David L. Birch, The Job Generation Process, 1979.
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people small business employs at a later
date, e.g., May 1, 1992. The result is net
small business job growth.® (The same
process is repeated for large business and
the percentages for each are calculated.)

Three researchers reasoned that it is not
proper to measure growth the traditional
way because businesses do not grow in a
straight line.” The proper way to measure,
they argued, is to calculate an average size
for the period in question and employ it as
the base measure. Using only manufacturing
(an industry dominated by large firms) and
omitting the smallest firms (an important
source of net new jobs), the researchers
calculated job generation using variations of
their average measure. They still found that
small businesses makes the dominant
contribution to job generation; it’s just not
quite as large measured their way.

The most common complaint that has
been launched against the small business job
generation thesis is that the data used for the
studies has not been authoritative. That
complaint has had merit. But it hides the
fact that virtually every data set employed in
the United States and abroad yields the
same basic result — small business is the job
generator. Also, it fails to recognize that the
BITS data set," recently developed by the
Bureau of the Census and the Small Business
Administration, is authoritative and has
produced job generation data for the 1990-
1995 period (see, Exhibit 3.1) that is
compatible with everything else we know
about small business and job generation.

Innovation and the Laboratory
for Economic Experiment

The single most important contribution of
small business is its ability to innovate.
Implicit is the corollary idea of
experimentation and trial and error. Economic
growth, higher wages, better working
conditions, and a higher standard of living
result from increases in productivity, i.e.,
doing things more efficiently, including the
introduction of new products/services. This
desirable result does not occur unless
someone has an idea and tries it—an
economic experiment. If the idea is
successful, it adds and/or replaces something;
this process is know as “creative destruction”
and is fundamental to entrepreneurial activity.
If the idea is not successful, it dies and the

The distinctive virtue of the economic
system of the United States is the large
scope it gives to enterprise, invention,

and discovery—in short to the creative

instincts of entrepreneurs. This is the
source of its unparalleled dynamism and
the torrent of new technologies it has
generated...

Michael Novak, “Commentary: The Spirit of
Capitalism, 2000,” The Public Interest, Spring
2000, p. 78.

resources used in the unsuccessful experiment
are recycled and used again; this, too, is
fundamental to the entrepreneurial process.

“Innovation, creativity, and originality are
among the most difficult concepts to measure
in social science.”"" One of the results of that
difficulty is that there is no golden statistic
describing the small business contribution to
innovation nor one special study that can be
identified as the definitive work on the
subject. The Small Business Administration
sponsored a number of studies in an attempt
to quantify various aspects of small business’s
role in innovation.” Few unqualified and
unambiguous figures documenting the case
resulted. However, SBA studies contributed
to a consistent theme from various studies on
technological innovation and firm size. The
theme: There exists a positive relationship
between new and small firms and
technological
industries,”® particularly in new and less

innovation in  certain
concentrated ones." In other words, small
business plays a critical, if unquantifiable, role
in technological innovation.

Even if quantitative measures, particularly
ones of recent vintage, or empirical studies
are missing, there are enough examples of
innovative activity among small firms to
assert that innovation is an important
contribution of small business. Small firms
clearly have played a significant role in the
commercial development of the Internet and
biotechnology. Advocates also quickly note it
was small business that created the personal
computer, pacemaker, prestressed concrete,
and numerous other new products that have
changed our lives. Moreover, its innovative
activities are not confined to technology. For
example, small business developed and
popularized the organizational arrangement



called overnight mail delivery and fast-food
franchising. Small business also innovates
through modestly changing well-established
products or redirecting them. The micro-
brewery challenge to the
indistinguishable products made by a handful
of major brewers is one example. Thus,
innovation is neither confined to the creation
of new technologies and products nor to
spectacular and earth-shattering change.
Academics usually feel, however, that the
specialized role for small business is radical
innovation. One suggests that small firms
dominate discovery-driven innovation while
large  firms  dominate  design-driven
innovation.”” Another describes the same
phenomenon in terms of forming radical

virtually

innovation (small firms) in contrast to
deepening existing innovation (large firms)."
There are three reasons small business
occupies this role:

1. small business specializes in knowledge-
based rather than
innovation,’

2. property rights are more likely to accrue to
the innovator working in a small firm,'® and

3. in areas of great uncertainty, hundreds if
not thousands working independently in
various directions are more likely to
discover the “needle in a haystack” than a
single, monolithic search.”

resource-based

Yet, the fact is that most entrepreneurs
more closely resemble Karsten Soldheim —
the founder of PING (golf clubs)—than Bill
Gates—the founder of MicroSoft. The
reason is that most innovation is incremental
rather than revolutionary. But if a radical
change appears, an entrepreneur will almost
always be involved and there is a strong
likelihood that that entrepreneur will be a
small-business owner.

In no other country has small business
played such an important role in the
innovative process.” Speculation on the
reasons for this development requires
judgments on other societies, judgments
which will not be made here. However,
implicit is the idea that innovation cannot
occur without experiment and that all
experiments do not have positive outcomes.
Despite occasional flippant commentary to
the contrary, the United States does not revel
in failed entrepreneurs. It simply accepts

failure as a legitimate outcome of an
experiment and moves on. Understanding
failure as a legitimate, if unfortunate, outcome
of trying to do something new is essential to
sustained entrepreneurial endeavor and is an
important attribute of the American culture.

The result is that small business is an integral
part of the renewal and regeneration process
that is the foundation of our capitalistic
economic system and the nation’s prosperity.

Producers and Distributors

of Goods and Services

The fundamental purpose of a business is to
produce and/or distribute goods and
services. Small business does not differ
from large business in this regard. While
large firms often appear to produce almost
everything, small business produces
roughly half of the private sector Gross
Domestic Product (GDP).”" This is a huge
volume of goods and services and makes
American small business the world’s third
largest economy, trailing only the United
States as a whole and Japan (Exhibit 3.2).
It recently passed Germany, now the
fourth largest economy. Thus, small
business fulfills its business function and
does so in a sufficiently efficient manner to
compete with its larger counterparts.

It is difficult to imagine the combined
economic power of small business given the
commanding presence of government-sized
corporations serving global markets. Yet,
small business finds markets. Examine the
most obvious:

* Small business may produce and/or
distribute the only goods and services
available in some isolated rural areas and
inner city neighborhoods. Improved
communication and transportation

continues to erode the number of these

areas. Still, small business may remain
the only source of supply when the
population or its purchasing power is

inadequate to attract large competitors.

e There are small product markets, niche
markets, which are not big enough to
capture the interest or efficiencies of large
producers. Ethnic food is often an
example. Nurseries
particular types of plants, such as daylilies,
is another. The design and production of

specializing in
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garden gates may be a third. One
entrepreneurial strategy is to “roll-up”
fragmented markets and add scale
economies to them. The strategy has been
successful in some instances, e.g.,
Blockbuster in the home video rental
industry. Still, many products and services
do not lend themselves well to being
efficiently rolled-up. Further, the demand
for more personalized goods and services
increases as Americans become wealthier.

Markets characterized by rapid change or
high levels of personal service appear more
conducive for small competitors than for
large ones. It is not coincidental that large
firms appear to do better in stable industries
while small firms do better in rapidly rising
or rapidly declining industries.”

L]

Small and large firms operating in the same
markets often complement one another and
enter cooperative rather than competitive
relationships. In fact, an important attribute
of small enterprise is the resulting division
of labor that finds small firms becoming
efficient suppliers to large ones.” A recent
survey suggested that as many as 42 percent
of small businesses have one or more
businesses as their primary customer base.*

Exhibit 3.2

Economies of scale and scope exist. Small
business cannot consistently compete in
industries and products characterized by
high entry costs, huge scale economies, and
mass markets. Yet, small businesses can be
found in virtually every industry and
economic sector — from automobile
manufacturing to scheduled air service.

Community and Neighborhood
Leadership

Who advertises in the high school
newspaper? Who sponsors Little League
baseball teams? Who donates their facilities
for a youth group car wash?

Who stays in town and who transfers out?
Who has roots and who passes through?
Whose first interest is the local community
and whose interest is where corporate is
located? You're lucky if you're Pittsburgh and
have the Mellon and Heinz families, or St.
Louis and have the Busch'’s. But what of other
cities, and neighborhoods, and small towns?
It’s not that large firms don’t operate in those
places. They do. But, they contribute
primarily to their home town — wherever that
is—not necessarily where they do business.

More and more data indicate that small
and locally-owned  businesses make
indispensable contributions to communities

TheWorld’s 10 Largest Economies—1997 GNP

Trillion $




and neighborhoods, particularly smaller ones.
A study of businesses in Oregon, for
example, showed the role of small business
owners to be different and larger than the
role of larger firms.” Small business owners
donated at least as much, if not more, per
employee than larger businesses. When in-
kind contributions were included, small
firms gave an average of $789 per employee,
medium-sized firms $172, and large firms
$334. A study focused on Indiana arrived at

26

similar conclusions.” The Indiana report
found that small companies were more likely
to give three percent or more of their net
incomes than were medium and large
companies. Both studies discovered that
smaller firms were also more likely to give in-
kind contributions and gifts of time than
were larger firms. Such contributions
included business products, facilities and
property use, consulting and other services.
In terms of volunteer time, a much larger
proportion of employees in small firms
volunteered on behalf of the business than
employees in their larger counterparts.”’
While volunteer time was a major part of
costs for all firms, volunteer costs accounted
for about two-thirds of the total value of
contributions of companies with fewer than
20 employees. This volunteer effort may be
compounded because individuals who
volunteer are more likely to donate funds
than persons who do not volunteer.”

The value of a small business volunteer
force to a community may not be
measurable in dollars. While national
charities have traditionally relied on large
firms for monetary contributions, local
community organizations depend on
diverse types of contributions from local
firms.” The practical skills of local business
leaders, for example, are invaluable to
neighborhood social service providers.
Likewise, the long-term benefits of
business-education partnerships and other
coalitions are important, yet hard to
quantify. Since most small business owners
live in the communities where they work,
they have a vested interest in meeting the
problems they encounter and forming
partnerships for civic causes. Individuals
who own or run family firms are even more
likely to be involved in the community.™

A large share of the small business
contribution is leadership and participation.*

"A healthy growing small business sector
makes our economy more nimble, better
able to respond to new market trends and
needs, and ultimately more productive as
the results of small
experimentation and innovation weave

business
their way throughout the wider economy.

Edward M. Gramlich
Board of Governors, Federal Reserve
September 15, 1999

Source: "The Big Deal About Small Business,"
Capital Connections, Federal Reserve,Washington,
DC, Spring/Summer 2000.

The following suggests that it is pervasive.
Members of the National Federation of
Independent Business (NFIB) are probably
more likely to join organizations and be active in
civic affairs than other business people. Their
membership in NFIB suggests a bias toward
“joining” and civic affairs. Nonetheless, Exhibit
3.3 emphasizes that small-business owners, as
represented by NFIB members, are far more
likely to be active in their communities than
other people. The exhibit presents three groups
and their propensity to participate in a series of
civic activities and clubs. The first group in the
exhibit consists of NFIB small-business owner
members; the second consists of those who
read business magazines, a proxy for the wider
business community; and, the third is a sample
of adult Americans. Recognizing the biased
small business sample, note that small-business
men and women are far more likely to be
involved in community activities than are either
of the other two groups. The frequency of their
participation is multiples of the other groups.
Moreover, as disproportionately educated
people they bring a higher level of human
capital on a per capita basis than is available
from the general population.

The decline of the localized business
structure has been blamed for the demise of the
local civic structure in many communities.” A
study of the organizational affiliations of the top
70 elites in Atlanta at three points in the 20th
century found that when the cohesiveness of
the elite leadership was weaker, so was the
group’s civic outlook and social involvement.
Involved elites were more likely to be locally
born, to be more homogeneous, and to have
shared educational backgrounds. Despite their
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Exhibit 3.3

Community Involvement of Small Business, Business, and the Public— 1997

Selected Civic Activities in Last 12 Months
Voted in federal, state, or local election
Actively worked as a volunteer (non-political)
Engaged in fund raising
Took an active part in some local civic issue
Addressed a public meeting
Wrote something that has been published

Organization or Club Membership
Civic clubs, e.g., Kiwanis, Lions, Rotary
A body of local government
School or college boards

NFIB Small- Readers-Bus.

Bus. Members Magazines Adults
94.6% 56.0% 44.7%
38.8 17.7 13.7
27.7 13.2 9.5
25.8 7.8 4.9
25.0 10.6 4.7
10.8 5.6 2.8
16.7% 5.1 5.0

6.6 1.7 1.2
5.8 2.4 1.3

Source: Reader Profile Study, prepared by MRI, New York, NY, for NFIB, 1997.

economic importance to Atlanta, national
corporations located in the city, such as
Lockheed and United Parcel Service (UPS),
did not have executives in the top elite. These
national companies were part of the city, but
not part of the community.

Atlanta is not the only city to experience
this problem. Chicago,” Shreveport,*
Philadelphia,® and Dayton® among others
have experienced it as well.

Small business is often the glue that holds
together our communities and neighborhoods.
It is a task small-business owners usually provide
consciously and willingly. When asked how
important it is for successful business owners
and entrepreneurs to give something back to the
community beyond providing jobs, 59 percent
of small business owners and managers said that
it is “very important” and another 37 percent
said that is “somewhat important.”

Pluralism in Economic
Decision-Making

The basis of political democracy is pluralism,
wide participation, many actors — each
having reasonably similar capacities to
influence a decision. Classic capitalism is
similar. Remember the wheat farmers in our
introductory economics texts? Modern
theory gives less credence to pluralism in
creating an efficient economic system than
in the past. However, many feel that

economic pluralism remains essential for
capitalism to function effectively in a
democratic society. The rationale lies in the
fear of monopoly and over-concentration of
wealth and political power.

Small business spreads economic decision-
making. Self-employed people control more
personal assets than do any other occupational
group.”® Moreover, they make decisions
involving relatively large sums even though
they may control them only for a short period
of time. Individual CEOs of large companies
exercise far greater economic influence in
their decisions than do individual small-
business owners. Nevertheless, there are
millions of small-business owners to balance
the relatively few CEOs of publicly-held
entities. Thus, small-business
constitute a middle tier between the

owners

significant consequences of decisions made by
authorities in large institutions, including
government and pension fund managers, and
the modest consequences of an individual
consumer’s choices.

An Alternative Avenue of
Opportunity

It is not obvious that small-business
ownership offers greater opportunity for
economic and social upward mobility than
other occupational, employment, or
investment avenues. What is obvious is that



small-business ownership is one important
avenue. Arguably it is the one where wealth
and status grow most rapidly and reach
their highest levels, professional athletes
and entertainers notwithstanding. Yet, the
most important opportunity small-business
ownership creates may not involve upward
mobility at all, or even the chance to
achieve it. The most important aspect may
be that small-business ownership fits the
personal preferences and personal
circumstances of the people involved. It
provides them a better chance to achieve
some combination of personal goals and
objectives than they can find elsewhere.

Americans go into business for
themselves voluntarily; they are not
coerced. Their decisions are a function not
only of the planned business but of
competing opportunities.®
However, virtually no one starts a business
simply to “tide them over” until something
better comes along.” At entry, just less than
one-third indicate that they would like to
grow the business and transform it into a
large firm.*"" A few percentage points more
would like the firm to provide them a
decent living, in effect a firm that yields
them a life-style. Another third simply
want the business to supplement their
incomes; they intend a part-time firm.

The motivations that led these people to
go into business in the first place are
enormously varied.” Exhibit 3.4 presents a

economic

Exhibit 3.4

list of motivations and a list of business
goals. The significant point in the exhibit is
that there is no unanimity. People go into
business for varying reasons and they have
varying objectives in mind when they do.
Who are we to say that they are wrong?
Small-business ownership is just one open
avenue to fulfill the complex combination of
personal preferences for the millions of
individuals. For those people at that point in
time, business ownership is the best
alternative available. That may change over
time or it may not. But when it happens and
people act, we have no right to argue.
Personal circumstances may also guide
people into small-business ownership. An
individual operating under one set of
circumstances may find business ownership
a highly attractive option. The same
individual operating under a different set
may find it highly unattractive. Small
business offers an option for those who need
it. Examine the particular circumstances of
two groups: women and immigrants.
Despite lower birth rates and changing
social roles, many women still bear primary
responsibility for care of their children.
Their increasing labor force participation
rate, particularly among those of child-
bearing age, shows that many women
would like to work and/or feel compelled
to do so. Merging family responsibilities
and work demands implies that flexibility
is necessary on the work side. Owning and

Motivations for Business Entry and Business Objectives Entry

Motivations % *
Use my skills and abilities 57
Greater control over my life 54
Build something for my family 54
Like the challenge 49
Live where/how | like 32
Earn lots of money 18
Gain more respect/recognition 18
Fulfill others expectations 9
Best alternative available 8

* percent “very important” reason

+ percent “most important” reason

Objectives % +
Build a successful organization 29
Do the kind of work | wanted to do 26
Make more money than otherwise 18
Avoid working for others 18
No answer 8

Source: Arnold C. Cooper, William C. Dunkelberg, Carolyn Y. Woo, and William J. Dennis, Jr., New Business in America:
The Firms & Their Owners, NFIB Education Foundation,Washington, DC, 1990.
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operating a small business, particularly a
very small business without employees and
from the home, constitutes an attractive
opportunity for women caught between
these competing demands. Many appear to
be taking advantage of it.

There has been a significant increase in
the number of women business owners
over the last two decades.” While increases
have been registered generally, the largest
increases numerically and proportionally
appear among those owning very small and
non-employing firms. A large number are
also home-based, making it more likely that
many of these businesses are efforts to
match family and work demands. But even
if these businesses begin very small, they
are not necessarily frozen. As family
responsibilities change or as the business
changes allowing family responsibilities to
be addressed differently, the business may
grow. But whether it does or not, small-
business ownership best fills a need
proscribed by circumstances.

Immigrant somewhat
different Language,
citizenship, or other barriers may prohibit
them from obtaining paid employment
commensurate with their skills or
educational background. Small-business
ownership is a viable alternative for many,
particularly when the individual is from an
ethnic group which has a strong tradition of

groups face
circumstances.

community self-help.* In fact, immigrants
are more likely to be self-employed than
are natives and the likelihood of their being
self-employed is growing.*

Immigrant businesses may originate in
ethnic enclaves. They may do business only
with those within the enclave, or perhaps
enclaves of people with similar ethnic
backgrounds located in other communities.
If they are to grow significantly, they usually
must move into the dominant economy and
culture. But in either event, small-business
ownership, perhaps dictated by
circumstance, has provided entry into the
American economy for a disproportionately
large number of immigrants.

Conclusion

Small business as a group makes several
contributions to the American economy
and to our way of life. Six were listed and
briefly discussed. There are others. For
example, small-business owners perpetuate
the ethics of hard work and postponed
gratification, i.e., saving, that are important
to the country’s future. But the important
point is that we would be much poorer as a
nation, and not just financially, without
them. So, it is worthwhile trying to
understand small business and adopting
public policies that help it compete
without smothering and destroying its
essential creativity and vigor in the process.
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