
What is the economic impact of the slowdown  
in new business formation?
by François Gourio, senior economist, Todd Messer, associate economist, and Michael Siemer, economist, Board of Governors  
of the Federal Reserve System

Economists have emphasized the importance of “creative destruction” as an engine of 
growth. The creative destruction process involves a constant reorganization of the economy 
as old products, firms, factories, and jobs are replaced by new ones. An important part 
of this process lies in the opening of new firms or establishments.1
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1. Entry rates of new firms and establishments

Source: U.S. Census Bureau, Business Dynamics Statistics data, available at  
www.census.gov/ces/dataproducts/bds/.
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Careful measurement reveals that the 
vast majority of productivity growth 
occurs as old establishments are replaced 
by new ones.2 For this reason, new es-
tablishments and new firm openings 

are an important in-
dicator—although 
less discussed than 
employment or gross 
domestic product 
(GDP)—of the fun-
damental health of 
an economy. Figure 1 
depicts the entry rate 
of new firms and es-
tablishments, defined 
as newly created units 
as a percentage of ex-
isting units.3 While this 
entry rate was fairly 
stable from 1990 until 
2006, it started falling 
in 2007 and has re-
mained at a low level 
since then. The de-
cline is large: In 2006 
there were about 

562,000 new firms created, as opposed 
to about 390,000 in 2010 and 410,000 
in 2011. This represents a decline of 
about 27% from the 2006 peak. More-
over, there is so far little tendency for 
business entry to recover.4 

One might speculate that this decline in 
aggregate entry is driven by a few in-
dustries that were highly affected by the 
recession (such as new housing con-
struction), or that it reflects composi-
tional changes where some industries 
with higher entry rates (such as retail) 
represent a smaller share of the economy. 
However, figure 2, which calculates the 
entry rate for the broad sectors of the 
economy, shows that the decline of entry 
rates has affected all sectors since 2007, 
albeit some more than others.

The reasons behind this decline of new 
businesses formation remain largely un-
known. There is some evidence suggest-
ing that the tightening of credit prevented 
some potential entrepreneurs from 
starting up a new business.5 Many en-
trepreneurs use credit cards or home 
equity borrowing to finance a start-up, 
and these sources of finance have been 
less available since 2006. Other potential 
explanations include the lower aggregate 
demand for market-produced goods and 
services, lower expectations of future 
growth, higher uncertainty, and changes 
in the tax and regulatory environments.6

Whatever its cause, the decline of entry 
is likely to have reduced the demand 
for labor since 2007, perhaps by hin-
dering productivity growth, and hence 



2. Firm entry rates by industry

Source: U.S. Census Bureau, Business Dynamics Statistics data, available at 
www.census.gov/ces/dataproducts/bds/.
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3. Average size of new firm or establishment

Source: U.S. Census Bureau, Business Dynamics Statistics data, available at 
www.census.gov/ces/dataproducts/bds/.
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contributed to the size and especially 
the persistence of the economic con-
traction that started then. Next, we 
discuss the underlying theory before 
presenting some evidence of the eco-
nomic impact of the slowdown in new 
business formation.

The “missing generation” theory

Recently, some researchers7 have argued, 
largely on theoretical grounds, that 
declines in entry rates can contribute 
negatively to economic activity; in par-
ticular, they have argued that while the 
effect of a decline in entry might be fairly 
small initially, it could be very long lasting. 
At its core, the theoretical argument is 
that a temporary reduction of new 
business formation creates a “missing 
generation” effect: New firms that would 
have been created never appear. While 
many of these firms would have died 
young, a few would have grown over time 
and contributed to job creation. For 
instance, the 2009 cohort of new firms 
was small. This reduced employment 
in 2009. Going forward, based on the 
assumption that if more firms had been 
born in 2009, some of them would have 
died in 2010 but some would have sur-
vived and grown, we can identify a neg-
ative contribution to employment in 
2010. And we can extrapolate this neg-
ative effect to subsequent years as well.

Three observations are important about 
this process. First, the initial effect is 
small, because the vast majority of em-
ployment rests in “old” firms: New firms 
only account for about 3% of total U.S. 
employment. Second, the persistence 
of the missing generation depends on 
the difference between the death rate 
and the growth rate of the new firms as 
they age. In the data, this difference is 
fairly small, leading to a very strong 
persistence. Third, while this mechanism 
reduces the demand for labor by firms, 
the overall effect on employment will 
naturally also depend on labor supply 
by households.

A simple calculation

To provide an order of magnitude of the 
job losses created by the missing gener-
ation, we calculate the employment 
that would have occurred if, starting in 
2006, the entry rate had stayed at its 
historical average (which we calculate 
over 1990–2006), assuming that the 
growth rates and death rates of all other 
firms behaved as they did in the data.8 
We can then compare this counterfactual 
employment with the actual employment 
to measure the contribution of firm entry 
to the decline in aggregate employment. 
Consistent with the basic argument 
outlined earlier, we find a small initial 
effect, so that entry accounts for little 

of the large decline of employment that 
took place in 2008 and 2009: For instance, 
while total private wage employment in 
March 2009 was 5.2 million lower than 
in March 2006 according to our data,9 
we estimate that only around 500,000 
of these job losses are accounted for by 
reduced entry since 2006. However, the 
effect of lower entry builds up over time, 
both because the entry rate remains 
low and because of the intrinsic persis-
tence (missing generation effect) dis-
cussed earlier. As of March 2011, we find 
that there would be 1.7 million more jobs 
had entry stayed at its historical average. 

However, this simple calculation is 
merely an accounting exercise and 
may not reflect the full effect of lower 
entry. For instance, it is possible that 
lower entry benefits incumbents. In this 
case, our calculation would overesti-
mate the job losses due to lower entry. 
Second, our calculation assumes that 
the firms that would have entered would 
have had the same growth and death 
probability as the firms that did enter. 
We explore this further in the next sec-
tion. Finally, the 1990–2006 historical 
average might not be the right bench-
mark if, for instance, because of the 
aging U.S. population, a lower start-up 
rate would have occurred even in the 
absence of a recession.
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4. Average firm size by age and cohort

Source: U.S. Census Bureau, Business Dynamics Statistics data, available at 
www.census.gov/ces/dataproducts/bds/.
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Objections to the missing  
generation theory

On top of these empirical issues, there 
are other reasons to question the validity 
of the missing generation theory. First, 
it is quite possible that firms that did 
not enter in 2008 will eventually enter 
once conditions recover, so that entry 
will overshoot its historical average. The 
analogy here is with a baby boom follow-
ing a baby bust during a war. Potential 
entrepreneurs who had ideas for new 
businesses presumably do not forget 
them, though the conditions that make 
the ideas implementable may vanish. 
Figure 1 shows, however, that as of 2011 
there was little hint of such a rebound, 
let alone an overshoot.

Second, one might think that the com-
position of entrants changed during the 
recession. This is potentially very im-
portant, given the wide variety of expe-
riences for newborn firms. Many new 
firms die quickly or survive but do not 
grow much and, hence, do not contrib-
ute significantly to aggregate job cre-
ation; a small fraction of new entrants, 
however, grow extremely quickly and 
end up contributing importantly to ag-
gregate job creation. These fast-growing 
firms are sometimes colorfully referred 
to as “gazelles.” If the decline of entry is 
solely due to a reduction of entrants of 
the first type, the effect of lower entry 

on aggregate employ-
ment would be limited. 
Our calculation im-
plicitly assumes that 
the reduction of entry 
affected both types of 
firms equally. To shed 
some light on this 
issue, we can assess 
the quality of the firms 
that did enter during 
the recession. A first 
simple measure of the 
quality of new entrants 
is the average size of 
new firms or establish-
ments, which does 
not appear to have 
changed significantly 
since 2006, as shown 
in figure 3.

Another simple way to assess this ques-
tion is to look at the realized growth 
experience of the firms that did enter. 
If these firms were indeed more likely 
to be gazelles, we should find that they 
experience fast growth, faster indeed 
than that of comparable firms that en-
tered just before the recession. Figure 
4 presents the average size of each firm 
by cohort and by age. Each line of this 
chart follows a particular cohort. For 
instance, the 2006 line depicts the av-
erage size of firms created in 2006, from 
their birth (age 0 in 2006) to their fifth 
anniversary (in 2011). The figure allows 
us to track the success of each cohort 
as it ages. Based on this rough measure, 
we find little evidence that the firms 
started in 2008–10 were of especially 
high quality.

Conclusion

What is driving the decline of business 
dynamism in the United States and what 
could potentially be done to offset it 
are important questions for researchers 
and policymakers. While the decline of 
new business entry rates starting in 2007 
did not contribute much to the collapse 
of employment in 2008–09, its effects 
might be long lasting and contribute 
significantly to the slow employment 
recovery. While our simple calculation 
is merely an approximation, it reflects 
the empirical reality that employment 

in young firms (less than five years old) 
declined significantly more than that 
of older firms: The total number of 
employees working in firms less than 
five years old fell by 21% from 2007 to 
2010, compared with 5% for firms older 
than five years. It will be important in 
the next few years to use business dynam-
ics statistics to measure whether entry 
rates recover and how firms that did 
enter during the recession are doing.
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