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The State of Small Business:
A Report of the President

To the Congress of the United States:

I am pleased to present my fourth annual report on the state of small busi-
ness. In short, the small business community continues to perform excep-
tionally well. For the fourth year in a row, new business formation reached a
record high: 842,357 new firms were formed in 1996.

The entrepreneurial spirit continues to burn brightly as the creativity and
sheer productivity of America’s small businesses make our Nation’s business
community the envy of the world. My Administration has worked hard to
keep that spirit strong by implementing policies and programs designed to
help small businesses develop and expand. We have focused our economic
strategy on three pillars: reducing the deficit, opening up markets overseas,
and investing in our people through education and technology. Our efforts
with respect to small business have been concentrated in a number of specific
areas, including directing tax relief to more small businesses, expanding ac-
cess to capital, supporting innovation, providing regulatory relief, opening
overseas markets to entrepreneurs, and strengthening America’s work force.

A Balanced Budget and Taxpayer Relief

When [ took office, the federal budget deficit was a record $290 billion. I de-
termined that one of the best things we could do for the American people, in-
cluding small business, would be to balance the budget. Because of our hard
choices, the deficit has been reduced for five years in a row. By October
1997, the deficit had fallen to just $22.6 billion—a reduction of $267 billion
or 90 percent. These lower deficits have helped to reduce interest rates, an
important matter for all small businesses.

Small business owners have long recognized the importance of this issue.
At each of the White House Conferences on Small Business—in 1980, 1986,
and 1995—small businesses included on their agenda a recommendation to
balance the federal budget. With passage of the Balanced Budget Act of 1997,
| signed into law the first balanced budget in a generation. The new budget
will spur growth and spread opportunity by providing the biggest investment
in higher education since the GI bill more than 50 years ago. Even after we
pay for tax cuts, line by line and dime by dime, there will still be $900 billion
in savings over the next 10 years.

And at the same time we are easing the tax burden on small firms. My
Administration and the Congress took the White House Conference tax rec-
ommendations seriously during deliberations that led to the Taxpayer Relief
Act of 1997. The new law will direct billions of dollars in tax relief to small
firms over the next 10 years. Small businesses will see a decrease in the estate



tax, an increase to 100 percent over the next 10 years in the percentage of
health insurance payments a self-employed person can deduct, an updated
definition of “home office” for tax purposes, and a reduction in paperwork as-
sociated with the alternative minimum tax.

Significant new capital gains provisions in the law should provide new
infusions of capital to new small businesses. By reducing the capital gains tax
rate and giving small business investors new options, the law encourages eco-
nomic growth through investment in small businesses.

Access to Capital

For so many small business owners, gaining access to capital continues to be
a very difficult challenge. The U.S. Small Business Administration (SBA) plays
a key role as a catalyst in our efforts to expand this access. The Agency made
or guaranteed more than $13 billion in loans in 1997. Since the end of fiscal
year 1992, the SBA has backed more than $48 billion in loans to small busi-
nesses, more than in the previous 12 years combined. In 1997, the SBA ap-
proved 45,288 loan guaranties amounting to $9.46 billion in the 7(a) guaranty
program, a 23 percent increase from 1996, and 4,131 loans worth $1.44 bil-
lion under the Certified Development Company loan program.

Included in the 1997 loan totals were a record $2.6 billion in 7(a) and
CDC loans to more than 10,600 minority-owned businesses and another
record $1.7 billion in roughly 10,800 loans to women-owned businesses.
Over the last four years, the number of SBA loans to women small business
owners has more than tripled, and loans to minority borrowers have nearly
tripled.

The Small Business Investment Company (SBIC) program, the SBA’s pre-
mier vehicle for providing venture capital to small, growing companies, pro-
duced a record amount of equity and debt capital investments during the
year. The program’s licensed SBICs made 2,731 investments worth $2.37 bil-
lion. In 1997, 33 new SBICs with combined private capital of $471 million
were licensed. Since 1994, when the program was revamped, 111 new SBICs
with $1.57 billion in private capital have entered the program.

And in the past year, the SBA’s Office of Advocacy developed a promising
new tool to direct capital to dynamic, growing small businesses—the Angel
Capital Electronic Network, or ACE-Net. This effort has involved refining fed-
eral and state small business securities requirements and using state-of-the-art
Internet technology to develop a brand new nationwide market for small busi-
ness equity.

Government Support for Small Business Innovation

As this report documents, small firms play an important role in developing in-
novative products and processes and bringing them to the marketplace. Fed-
eral research and development that strengthens the national defense, pro-
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motes health and safety, and improves the nation’s transportation systems is
vital to our long-term interests. Our government has instituted active policies
to ensure that small businesses have opportunities to bring their innovative
ideas to these efforts.

The Small Business Innovation Research (SBIR) and Small Business Tech-
nology Transfer (STTR) programs help ensure that federal research and devel-
opment funding is directed to small businesses. In fiscal year 1996, more
than 325 Phase | and Phase Il STTR awards totaling $38 million went to 249
small businesses. Also in 1996, the SBIR program invested almost $1 billion
in small high technology firms. The program has touched and inspired indi-
viduals like Bill McCann, a blind—and once frustrated— trumpet player who
used SBIR funding to help start a company that designs software to automati-
cally translate sheet music into braille. Today, Dancing Dots Braille Music
Technology is rapidly expanding the library of sheet music available to blind
musicians.

Other initiatives include the National Institute of Standards and Technol-
ogy’s Advanced Technology Program, enabling small high technology firms to
develop pathbreaking technologies, and NIST’s Manufacturing Extension Part-
nership, which helps small manufacturers apply performance-improving tech-
nologies needed to meet global competition. Two of the SBA's loan pro-
grams—the 7(a) and 504 loan programs—currently assist 2,000 high
technology companies. And the SBA's ACE-Net initiative is especially de-
signed to meet the needs of these dynamic high technology firms.

Because they give small firms a footing on which to build new ideas and
innovative products, these efforts benefit not only the small firms themselves,
but the entire American economy.

Regulatory Relief

A pressing concern often identified by small businesses is unfairly burden-
some regulation. My Administration is committed to reforming the system of
government regulations to make it more equitable for small companies. In
1996, | signed into law the Small Business Regulatory Enforcement Fairness
Act, which strengthens requirements that federal agencies consider and mit-
igate unfairly burdensome effects of their rules on small businesses and
other small organizations. A small business ombudsmen and a new system
of regulatory fairness boards, appointed in September 1996, give small
firms new opportunities to participate in agency enforcement actions and
policies. Because agencies can be challenged in court, they have gone to
extra lengths to ensure that small business input is an integral part of their
rulemaking processes.

Many agencies are conducting their own initiatives to reduce the regula-
tory burden. The SBA, for example, cut its regulations in half and rewrote the
remaining requirements in plain English. All of these reforms help ensure that
the government maintains health, safety and other necessary standards with-
out driving promising small companies out of business.

A Report of the President 5



Opening Overseas Markets

Key in my administration’s strategy for economic growth are efforts to expand
business access to new and growing markets overseas. | want to open trade in
areas where American firms are leading—computer software, medical equip-
ment, environmental technology. The information technology agreement we
reached with 37 other nations in 1996 will eliminate tariffs and unshackle
trade in computers, semiconductors, and telecommunications. This cut in tar-
iffs on American products can lead to hundreds of thousands of jobs for our
people.

Measures aimed at helping small firms expand into the global market
have included an overhaul of the government's export controls and reinven-
tion of export assistance. These changes help ensure that our own govern-
ment is no longer the hurdle to small businesses entering the international
economy.

A 21st Century Work Force

American business’ most important resource is, of course, people. | am proud
of my Administration’s efforts to improve the lives and productivity of the
American work force. We know that in this Information Age, we need a new
social compact—a new understanding of the responsibilities of government,
business, and every one of us to each other.

Education is certainly the most important investment we can make in
people. We must invest in the skills of people if we are to have the best edu-
cated work force in the world in the 21st century. We're moving forward to
connect every classroom to the Internet by the year 2000, and to raise stan-
dards so that every child can master the basics.

We're also training America’s future entrepreneurs. The SBA, for example,
has improved access to education and counseling by funding 19 new
women’s business centers and 15 U.S. export assistance centers nationwide.
And we are encouraging businesses to continue their important contributions
to job training. The Balanced Budget Act of 1997 encourages employers to
provide training by excluding income spent on education for employees from
taxation.

We are taking steps to improve small business workers’ access to em-
ployee benefits. Last year, | signed into law the Small Business Job Protection
Act, which, among other things, makes it easier for small businesses to offer
pension plans by creating a new small business 401(k) plan. We made it pos-
sible for more Americans to keep their pensions when they change jobs with-
out having to wait before they can start saving at their new jobs. As many as
10 million Americans without pensions when the law was signed could earn
them because this law exists.

Given that small businesses have created more than 10 million new jobs
in the last four years, they will be critical in the implementation of the welfare
to work initiative. That means the SBA microloan and One-Stop Capital Shop
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programs will be uniquely positioned to take on the “work” part of this initia-
tive. The work opportunity tax credit in the Balanced Budget Act is also de-
signed as an incentive to encourage small firms, among others, to help move
people from welfare to work.

A small business starts with one person's dream. Through devotion and
hard work, dreams become reality. Our efforts for the small business commu-
nity ensure that these modern American Dreams still have a chance to grow
and flourish.

| want my Administration to be on the leading edge in working as a part-
ner with the small business community. That is why an essential component
of our job is to listen, to find out what works, and to go the extra mile for
America’s entrepreneurial small business owners.

THE WHITE HOUSE
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Letter of Transmittal

Mr. President:

he United States Small Business Administration herewith submits its 1996
Report on Small Business and Competition in accordance with the Small
Business Economic Policy Act of 1980. The report was prepared by the Office
of Advocacy of the U.S. Small Business Administration.
We are pleased to present this report and to work with you on behalf of
this important sector of the economy.

Sincerely,

AIDA ALVARE% ERE W. GLOVER %

Administrator Chief Counsel for Advocacy



Executive Summary

ineteen-ninety-five was a good year for the U.S. economy and for small

business. Some 3.2 million new jobs were created and real GDP in-
creased by 2 percent. The rate of unemployment fell from 6.1 percent in 1994
to 5.6 percent in 1995. Consumer prices were stable, employee compensa-
tion increased and, for the sixth consecutive year, corporate profits were up.
The number of business bankruptcies and failures continued to decline: bank-
ruptcies dropped from 50,845 in 1994 to 50,516 in 1995 and failures de-
clined from 71,558 in 1994 to 71,194 in 1995.

Overall, business prospered, particularly small businesses. Small-busi-
ness-dominated industries added jobs at a rate greater than 1.6 times the
national rate of increase of 1.6 percent. Small firms grew most in the retail
and wholesale trade and service sectors.

The White House Conference on Small Business

An estimated 2,000 delegates gathered together in Washington, D.C. on June
11, 1995, to discuss the small business agenda to be submitted to Congress
and President Clinton. By the end of the conference, the delegates had arrived
at a final list of 60 policy recommendations. Among the recommendations
were 11 tax policy issues, 14 capital formation and human capital issues, and
six procurement issues. The 1995 WHCSB conference differed from the two
preceding White House Conferences on Small Business because regional im-
plementation chairpersons and issue chairs were elected for each of the 11
issue areas in the SBA's 10 regions. The SBA’s Office of Advocacy has worked
with the implementation chairs to ensure that their priorities are also the pri-
orities of the Congress and the Administration. As of early 1997, 50 of the 60
issues had had some action, either administratively or legislatively. The imple-
mentation results can be seen in the appendix to Chapter 2.

Self-Employment and Small Business

An important small business development in recent years has been the in-
crease in the number of self-employed people. From 1970 to 1994, the non-
farm self-employed increased by more than 72 percent, from 5.2 million to 9
million. The self-employed accounted for nearly $757 billion in business re-
ceipts in 1993. These smallest businesses help increase flexibility and adapt-
ability in the economy, create new services and products, and add to the na-
tion’s productive capacity. Among the factors contributing to the increase in
the self-employed are growth in the labor supply that is not readily accommo-
dated by wage-and-salary employment, new unexploited opportunities, the
hope of opportunities for greater financial returns, dissatisfaction with wage-



and-salary jobs, the need to supplement income, desire for independent
work, and the rise in two-income earning families.

The self-employed have characteristics that distinguish them from wage-
and salary workers; for example:

e Overall, the self-employed are older than wage-and-salary workers.
Of full-time workers, more than 41.7 percent of the unincorporated self-em-
ployed were between the ages of 45 and 64 in 1994, compared with only
28.8 percent of wage-and-salary workers.

e Self-employed workers are more likely to be married than wage-and-
salary workers: about three-fourths of the self-employed are married, com-
pared with less than 60 percent of full-time wage-and-salary workers.

e Vietnam and other veterans are slightly more likely to be in the self-
employed category (8.6 percent) than the wage-and-salary category (6.28
percent).

e The self-employed have higher levels of formal education: More than
35 percent of the full-time self-employed had 4 or more years of college train-
ing, compared with less than 28 percent of wage-and-salary workers.

e Self-employed workers work longer hours per week and more weeks
per year than those in paid employment.

e African and Hispanic Americans are less likely to be self-employed
than the population as a whole, although their numbers are increasing.

e Men are more likely to be self-employed than women; however, the
number of self-employed women is increasing rapidly. The number of unin-
corporated self-employed women has been increasing five times faster than
their male counterparts.

Regulatory Relief for Small Firms

President Clinton signed the Small Business Regulatory Enforcement Fairness
Act of 1996 (SBREFA) on March 29, 1996. The new law reinforces and
strengthens the Regulatory Flexibility Act of 1980 (RFA) and provides small
businesses more opportunities to take part in the federal regulatory process.

The 1980 RFA stipulated that federal agencies must examine the impact
of their regulations on small businesses and offer reasonable alternatives to
regulations having a significant disproportionate impact on small entities.
SBREFA provides for “judicial review”—that is, it allows small businesses to
take agencies to court in certain instances for noncompliance with the RFA.
The 1996 legislation also provides assistance to small firms in addressing
agency enforcement actions by requiring federal agencies to reduce penalties
against small businesses, providing for improved economic analyses of regu-
latory impact, and condensing the overall regulatory process. SBREFA also
provides for congressional review of federal agencies’ regulatory processes.
To reap the full benefits of SBREFA, small businesses will need to participate
actively in the federal regulatory process.

14 The Annual Report on Small Business and Competition



Innovation and Small Firms

The nation’s future economic growth in technologies and industries is closely
dependent on new technology-based firms (NTBFs). Since 1960, some 29,358
new high technology-based companies have been started. NTBFs have an im-
portant role to play in commercializing new technologies.

The federal government has implemented new policies and programs in
support of these new technology-based firms, among them the Small Busi-
ness Innovation Research (SBIR) program, the Small Business Technology
Transfer (STTR) program, the Advanced Technology Program (ATP), the Man-
ufacturing Extension Partnership (MEP) program, the Angel Capital Electronic
Network (ACE-Net), and several SBA financing programs aimed toward high
technology companies. These programs focus on commercialization poten-
tial, nonfinancial assistance, and the improvement of intellectual property
rights protection. Overall, they aim to improve the process that allows small
technology-focused businesses to participate in meeting federal research
needs, creating new products and processes, and transferring these products
into the commercial market.

Small Business Financing

Moderate growth in demand for credit and the easing of credit policy by the
Federal Reserve Board contributed to declines in most interest rates in the
credit markets in 1995. While Increases in borrowing were moderate in U.S.
domestic sectors overall in 1995, business borrowing surged to an annual rate
of $211 billion. Lending to small firms, including bank and finance company
lending, increased significantly. Because large commercial and industrial
loans were increasing so rapidly, however, the small business share of total
loans declined slightly, from 40.4 percent in June 1994 to 39.2 percent in
June 1995.

A booming stock market contributed to a very active small business eq-
uity market. Initial public offerings were up significantly and funds raised by
venture capital firms reached a new high of $4.4 billion.

Procurement from Small Firms

In FY 1995, small businesses acquired $66.7 billion in federal contract
awards, or 33 percent of the total $202.3 billion in contract actions awarded
by the federal government. The 1995 total was an increase from the previous
year’s 31.4 percent small business share valued at $61.7 billion and from the
29.9 percent share in FY 1993.

Small minority-owned businesses won contracts worth $1.5 billion (a
16.1 percent increase) and women-owned businesses won $508.7 million in
federal procurement dollars (a 22.0 percent increase). Small minority- and
women-owned businesses’ shares of federal procurement have been increas-
ing steadily over the past several years.
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Recent federal procurement reform legislation--the Federal Acquisition
Streamlining Act of 1994 and the Federal Acquisition Reform Act of 1996—
will have a significant impact on small business participation in the federal
procurement process.
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Chapter 1

The State of Small Business

Synopsis

ineteen ninety-five was an excellent year for the economy and for small

business. The economy gained almost 3.2 million jobs and real gross do-
mestic product increased by 2.0 percent. The unemployment rate fell from
6.1 percent in 1994 to 5.6 percent in 1995. Consumer prices remained sta-
ble, while corporate profits and employment compensation both increased.

A record 819,477 new small firms with employees opened their doors in
1995 and new incorporations hit a record high for the third straight year.
More than 22.5 million business tax returns were filed. Business failures and
bankruptcies dropped for the third straight year. Bankruptcies were at their
lowest level since 1981.

Corporate profits increased in 1995 for the sixth straight year. Not since
the recovery from the 1981-1982 recession has such a string of increases oc-
curred. Employment compensation and proprietorship earnings also increased.

Small-business-dominated industries added jobs to the economy at a
rate more than 1.6 times the national rate of increase of 1.6 percent; large-
business-dominated industries added employment at a rate well below the
national rate. Small businesses are concentrated in the trade and service sec-
tors that are growing most rapidly.

Introduction

he economy continued to grow in 1995 for the fourth consecutive year.’

Major economic indicators reflected slow, steady and sustainable eco-
nomic growth (Table 1.1). Small businesses contributed to and shared in the
benefits of the growing economy.

The production of goods and services, adjusted for inflation, grew by 2.0
percent in 1995, while the unemployment rate declined from 6.1 percent to
5.6 percent. The economy added 3.2 million jobs to nonfarm payrolls; com-
pensation to employees increased by 5.3 percent. This expansion occurred
without igniting inflation: the Consumer Price Index rose by 2.8 percent and
long-term interest rates declined.

' A comprehensive discussion of the performance of the U.S. economy appears in the
Economic Report of the President: Transmitted to the Congress February 1996 (Washington, D.C.:
U.S. Government Printing Office, 1996).



Table 1.1  Selected Indicators of Economic Performance, 1994—1995

Percent
1994 1995 Change
Gross Domestic Product
(Billions of Dollars) 6,935.7 7,253.8 4.6
Gross Domestic Product
(Chained 1992 Billions of
Dollars) 6,608.7 6,742.9 2.0
Unemployment Rate 6.1 5.6
Nonagricultural Payrolls
(Millions of Workers) 113.4 116.6 2.8
Compensation of Employees
(Billions of Dollars) 4,009.8 4,222.7 5.3
Nonfarm Proprietors' Income
(Billions of Dollars) 415.9 449.3 8.0
Corporate Profits
(Billions of Dollars) 529.5 586.6 10.8
Consumer Price Index 148.2 152.4 2.8
Federal Deficit
(Billions of Dollars) 203.4 163.8 —-19.5
Interest Rates on:
Long-Term Treasury Bills 7.4 6.9
91-Day Treasury Bills 4.3 5.5
Federal Funds 4.2 5.8
High-Grade Corporate
Securities 7.97 7.59

Source: Federal Reserve Board of Governors, "Financial and Business Statistics," Federal
Reserve Bulletin, April 1996, annual averages as reported in various tables.

While the federal deficit was declining by 19.5 percent ($39.6 billion),
corporate profits grew by 10.8 percent and nonfarm proprietors’ income—an
important measure of the health of the small business sector—rose from
$415.9 billion to $449.3 billion.

The Number of Small Businesses

he number of businesses that filed tax returns increased by 2.3 percent in
1995 and reached almost 22.6 million (Table 1.2). Over the 13-year span
from 1981 to 1994, the number of businesses grew at a compound rate of 3.8

percent per year.
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Table 1.2  Nonfarm Business Tax Returns, 1981-1995 (Thousands)

Corporations  Partner- Proprietor- Annual
(Forms 1120 ships ships Percentage
Year and 1120S) (Form 1065) (Schedule C) Total Increase
1995 4,818 1,580 16,157 22,555 2.26
1994 4,667 1,558 15,831 22,056 2.22
1993 4,516 1,567 15,495 21,578 1.64
1992 4,518 1,609 15,066 21,230 2.79
1991 4,374 1,652 14,626 20,653 1.05
1990 4,320 1,751 14,149 20,439 4.78
1989 4,197 1,780 13,529 19,506 2.78
1988 4,027 1,826 13,126 18,979 3.79
1987 3,829 1,824 12,633 18,286 4.50
1986 3,577 1,807 12,115 17,499 3.18
1985 3,437 1,755 11,767 16,959 4.88
1984 3,167 1,676 11,327 16,170 6.40
1983 3,078 1,613 10,507 15,198 5.96
1982 2,913 1,553 9,877 14,343 5.38
1981 2,813 1,458 9,345 13,616 --
Average Annual Growth
Rate (Percent) 3.8 0.5 4.2 3.8

Source: U. S. Department of the Treasury, Internal Revenue Service, Statistics of Income
Bulletin (Spring 1996), Table 21.

Of the total, about 6 million small businesses employ between one and
500 workers. About 15,000 employ more than 500 workers and the remain-
der have no employees.

Business Formation and Dissolution

record 819,477 new small firms with employees opened their doors in

1995—a 1.1 percent increase over 1994 (Table 1.3).2 The number of
these new firms has increased fairly steadily over the last decade, reaching
successive new highs in 1993, 1994, and 1995 (Chart 1.1). Over the
1982-1995 period, the total number of firms with employees increased at a
rate of just under 2 percent a year, about equal to the rates of growth of the
general population and the work force.

2 The United States has no formal annual survey of new business formation. Three proxies
are used instead: the change in the total number of tax returns filed, the count of new firms with
employees, and new incorporations. Good records of the number and size of new businesses
with employees are available through the reports of employment and unemployment insurance
tax liabilities to state employment security agencies. Casual business activities are less likely to
be included in this measure than in the tax return total. The number of firms filing these reports is
reported by the U.S. Department of Labor. Larger firms often report in more than one state, so the
nationwide employment security count is about 10 percent higher than the Bureau of the Census
count for the same year. Data from the Census Bureau are available only after a two-year delay,
while the employment security data are available on a current basis, which makes these data
particularly useful.
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Table 1.3  Change in the Number of U.S. Businesses with Employees,
Fiscal Years 1982—1995 (Thousands)

Sum: New Net Rate

Firms at Successor New and Termi- of Growth

Year End of Year Firms Firms Successor nations (Percent)
1995 6,057 164 819 983 871 1.09
1994 5,992 137 807 944 803 2.40
1993 5,851 136 776 911 801 1.93
1992 5,741 138 737 875 819 0.95
1991 5,687 140 724 864 818 0.84
1990 5,639 146 769 915 846 1.27
1989 5,568 153 743 896 826 1.01
1988 5,513 153 755 907 752 1.71
1987 5,420 163 775 939 717 3.64
1986 5,230 175 741 916 801 1.70
1985 5,142 166 722 888 746 2.67
1984 5,009 164 691 855 687 3.54
1983 4,837 171 633 804 720 1.26
1982 4,777 185 595 781 707 1.55

Note: Successors are existing firms taken over by new or existing firms; new firms represent
applications for new account numbers; terminations represent firms that either reported being
out of business or reported no employment for two years. Each quarter, firms with employees are
required to report their employment, payrolls, and unemployment insurance tax liabilities to
state employment services.The states in turn report the number of new firms, terminations, and
successors to the U.S. Department of Labor. These statistics from the Employment and Training
Administration are organized into a master file that begins in third quarter, 1981. Data in this pe-
riod are available from all states except Michigan, for which a 3':-year period beginning in 1985
was estimated from previous data. Current data are available six months following the end of the
quarter. The count of firms includes all active unemployment insurance taxpayers, including
local, state, federal, and international governmental agencies. It includes virtually all nonfarm
employers, except households, railroads, and selected religious organizations. Multistate em-
ployers submit reports to each state in which they operate; therefore, the enterprise count in-
cludes some duplication, but because multistate firms are relatively few in number, the count of
firms in the United States is not significantly affected. The change in the number of firms from
one period to the next represents the addition of new and successor firms less the number of ter-
minations during the period; however, because of changes in counting rules, computer proce-
dures, and other problems, the computed changes are sometimes at variance with the reported
data. In these few cases the data are edited so that they are internally consistent.

Source: Adapted by the U.S. Small Business Administration, Office of Advocacy, from data
provided by the U.S. Department of Labor, Employment and Training Administration, based upon
state employment security agencies’ quarterly reports, 1995.

Although the net annual increase averages just 2 percent, the level of ac-
tivity in business formation and closure is actually much higher. Each year
about 14 percent of small firms with employees drop from the unemployment
insurance rolls, while the number of new and successor firms added is equal
to about 16 percent of the total.

A high rate of business formation and dissolution is characteristic of a dy-
namic economy. Changing tastes and preferences, new technologies, and
changes in demography and geography are all accommodated by the entry
and exit of firms. New small businesses answer many of the needs, entering
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Chart 1.1

the marketplace with new products and services, at new locations, and with
new and different methods of distribution.

The formation and dissolution of businesses varies by region across the
United States (Table 1.4). Region VIII (the Mountain states) showed the largest
net growth in the number of firms during 1995, posting a gain of nearly 4
percent. Regions Ill, V, and X all exceeded the average growth rate of new
firms by wide margins.

Increases in business formation are almost always accompanied by in-
creases in firm dissolution. For example, Region IX had the highest rates of in-
crease in both starts and terminations, and in Region V both indicators far ex-
ceeded the national averages.

Business Incorporations

Corporations represent more than 60 percent of businesses with employees
and account for nearly 90 percent of the nation’s sales and employment.> The
number of new business incorporations increased by 3.8 percent in 1995 to
770,206 (Table 1.5).

3 The business incorporation series of the Dun and Bradstreet Corporation measures firms
that choose to incorporate in each state and operate as corporations.
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Table 1.4 Change in the Number of U.S. Businesses with Employees by
Major Region, Calendar Years 19941995

New and
Successor Firms

Terminations

Change Change Change

Firms at from from from

End of 1994 Number in 1994 Number in 1994
1995 (Percent) 1995 (Percent) 1995 (Percent)

Total,

United States 6,056,668 1.09 819,477 1.56 858,391 6.86
Region | 366,090 0.31 40,328 -0.41 45,318 10.46
Region Il 647,838 1.46 81,726 1.41 82,480 —4.23
Region Ill 590,273 2.23 72,169 3.13 73,617 1.98
Region IV 1,045,611 1.92 150,807 —9.42 152,656  —9.46
Region V 1,040,612 2.30 120,286 9.61 118,332 9.64
Region VI 614,117 1.96 83,357 -1.07 86,109 2.25
Region VII 295,063 —2.55 32,533 —0.09 38,322 3.24
Region VIII 236,143 3.71 36,541 —-1.74 36,793 14.90
Region IX 917,139 -1.95 150,143 13.67 178,812 39.57
Region X 303,782 1.39 51,587 —3.57 51,260 11.55

Note: Figures for “firms at end of 1995” include successor firms, not shown in this table.
SBA regions are defined as follows: Region I: Connecticut, Maine, Massachusetts, New
Hampshire, Rhode Island, Vermont; Region II: New Jersey, New York; Region Ill: Delaware,
District of Columbia, Maryland, Pennsylvania, Virginia, West Virginia; Region IV: Alabama,
Florida, Georgia, Kentucky, Mississippi, North Carolina, South Carolina, Tennessee; Region V:
Illinois, Indiana, Michigan, Minnesota, Ohio, Wisconsin; Region VI: Arkansas, Louisiana, New
Mexico, Oklahoma, Texas; Region VII: lowa, Kansas, Missouri, Nebraska; Region VIII: Colorado,
Montana, North Dakota, South Dakota, Utah, Wyoming; Region IX: Arizona, California, Hawaii,
Nevada; and Region X: Alaska, Idaho, Oregon, Washington.

Source: Adapted by the U.S. Small Business Administration, Office of Advocacy, from data
provided by the U.S. Department of Labor, Employment and Training Administration, based upon
state employment security agencies’ quarterly reports, 1996.

Region Il (New York and New Jersey) experienced the greatest increase
in incorporations (Table 1.6). The rate of increase was above the national av-
erage, due almost entirely to a 22.7 percent gain in New Jersey. Region IlI
(the Middle Atlantic states) showed a 6.8 percent increase over 1994. Region
IV (the South) had the third highest rate of growth in new incorporations, at
4.1 percent over 1994.

Business Bankruptcies and Failures

Over the past