Small business, big job growth

Eleanor H. Erdevig

Introduction

Efforts to quantify and better describe the
importance of small business within the United
States economy have emphasized the impor-
tance of small business as a major source of job
generation. The findings have important im-
plications for both national and state policies
directed toward the small business sector. On
a regional basis, the states of the Midwest, in
particular, view small business programs as one
way to offset major job losses that have ravaged
their industrial base.

While significant strides have been made
toward a better understanding of the signif-
icance of small business to the economy, many
questions remain. For example, just what is a
small business? Is it measured in terms of em-
ployment size, sales volume, age, number of
offices, or some combination of factors? How
many small businesses are there and how rap-
idly do their numbers expand and contract?
Improvements to data bases are suggestive of
some answers, but many truly small businesses
(the cottage industries, for example) are not
captured in these data bases.

This article summarizes the recent re-
search on the process of job generation by small
businesses. The importance of small business
to the Seventh Federal Reserve District
states—Illinois, Indiana, Iowa, Michigan, and
Wisconsin—is compared with the nation.
Lastly, the contribution of small businesses to
employment growth in the District over the
business cycle and in major industry categories
is analyzed.

Recent research

Before the late 1970s, little was known
about the relationship between individual firms
and the aggregate economy. Research had fo-
cused on either the macro economy and its ag-
gregate measures (such as the gross national
product and its components) or on the individ-
ual firm as the independent unit of analysis.

The absence of reliable information on
how individual firms influence aggregate eco-

Federal Reserve Bank of Chicago

nomic activity has hampered efforts to develop
public policies that generate jobs for people ang
places that need them. When little is known
about who generates jobs, where they are gen-
erated, how they are created, and thus who are
most likely to respond to public policies, it is
difficult to design and implement efficient and
effective economic policies for an area.

In 1979 David L. Birch of the
Massachusetts Institute of Technology pub-
lished pioneering research on the structure of
the job generation process. Birch relied on a
data file known as Dun’s Market Identifier file
(DMI) from Dun and Bradstreet. This data
base contained information on 5.6 million
business establishments at four different points
in time—1969, 1972, 1974, and 1976. From
this source he was able to define and measure
for each firm the processes by which change
takes place, with emphasis on new formations,
expansions, contractions, dissolutions, and
movements. By aggregating firms at any given
location, he was able to describe in consider-
able detail how economic change occurs in that
location.

The results of this research were startling.
Among the major findings were the following:

e Most of the variation in job growth
among states and areas is due to differences in
the rate of job generation (i.e., births and ex-
pansions of firms), not to differences in rates of
job loss (i.e., deaths and contractions).

e Virtually no firms migrate from one
area ‘to another in the sense of physically relo-
cating their operations. Branching, however,
is quite important, particularly in manufactur-
ing, and it is differential branching, not phys-
ical migration, that causes many of the regional
differences in job growth.

o The components of job change are sen-
sitive to the business cycle. For most states,
births and expansions of firms were fewer and
deaths and contractions were more numerous
during an economic downturn than during a
preceding upturn.
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o Small firms—defined as those with 20
or fewer employees—generated 66 percent of all
new jobs in the country during the early sev-
enties. Middle-sized and large firms, on bal-
ance, provided few new jobs in relation to their
size.

e On a regional basis, small firms gener-
ated all the net new jobs in the Northeast, 67
percent in the Midwest, 60 percent in the West,
and 54 percent in the South.

Birch concluded that: “The job generat-
ing firm tends to be small. It tends to be dy-
namic (or unstable, depending on your
viewpoint)}—the kind of firm that banks feel
very uncomfortable about. It tends to be
young.”!

Subsequent research by Birch and
MacCracken on corporate employment growth
over time confirmed that the size effect almost
totally dominates the age effect. While there
is some tendency for all size groups to grow
more (or decline less) at younger ages than
older ones, it is not a marked effect, nor is it
universal. Size in general was found to be a
much better predictor of job growth than age,
with a major break between firms with more
than 20 employees and those with less. Over
the period studied, 1969-1976, the share of net
job creation attributable to very small busi-
nesses was found to fluctuate between 50 and
70 percent, depending upon economic condi-
tions and the performance of other firms. The
authors suggested that it was better to view the
corporation as “an adaptive, learning system
than in terms of a maturing, aging system, with
increased size and/or stability dulling the abil-
ity to adapt.”®

Beginning in 1979 the Small Business
Administration (SBA), following a Congres-
sional mandate, began the development of a
small business database (SBDB) to be used for
historical description and policy analysis. The
file known as the U.S. Enterprise and Estab-
lishment Microdata file (USEEM) of the SBDB
was developed under contract at the Brookings
Institution and is based primarily on the Dun’s
Market Identifier files (DMI). The USEEM
contains cross-sectional business microdata as
of 1976, 1978, 1980, and 1982. Updates are
scheduled for every second year thereafter.

Based on the USEEM file, researchers at
the Brookings Institution challenged Birch’s
previous work. Using a definition of “small
business” as a firm with fewer than 100 em-
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ployees, the Brookings researchers contended
that small businesses employ only 36 percent
of the labor force and generate just 39 percent
of net new jobs. These findings contrast to the
70 to 80 percent reported by Birch.

Although the Brookings researchers found
that the small business share of employment
growth was roughly equivalent to its share of
private sector employment, there were ex-
ceptions by region and industry. In weak or
declining regions and industries, small busi-
nesses increased their employment share by ex-
panding and by new start-ups while large
businesses failed to open new branches. In ex-
panding regions and industries, large firms ex-
perienced high rates of employment growth due
to branch births. As a consequence, small firms
tend to exert a stabilizing influence, slowing the
rate of economic decline in weak industries and
geographic regions, and facilitating expansion
in strong industries and regions.’

Birch and MacCracken had found that
small businesses with less than 100 employees
had created 82 percent of the new jobs for the
period of 1969-1976 compared to the 39 per-
cent found by Armington and Odle in the
Brookings file for 1979-1980. When Birch and
MacCracken reviewed the Brookings file, they
questioned the methodology employed by
Armington and Odle. After adjusting for this,
they found that the small business share of net
job creation for 1979-1980 was about 70 per-

cent and suggested that a range of 65 to 75

percent was realistic.

The U.S. Establishment Longitudinal
Microdata (USELM) sample was constructed
for the Small Business Administration from the
USEEM files specifically for time series analysis
of establishment employment growth patterns,
such as job generation. The USELM is a
stratified sample containing just over eight
million establishments that existed at any of the
four years in the USEEM files, roughly half of
the total establishments represented.  This
sample file is weighted by employment to rep-
resent the entire population of U.S. businesses
and is benchmarked to 1976 and 1982 em-
ployment totals.’

Recent research involving an analysis of
the accuracy of the SBDB by comparing the
files with state unemployment insurance data,
has also provided information on job gener-
ation by firm size. Jacobsen (1985) matched
records from the SBDB (excluding branches)
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with unemployment insurance records in Texas
from 1978 to 1982. Within the matched pop-
ulation, particularly for small businesses, mea-
sures of aggregate employment growth between
1980 and 1982 were found to be very similar.
He also found that the major conclusions of the
earlier studies were valid, despite distortions
caused by reporting lags.  Most growth in
employment was found to occur among young,
small firms. In the matched sample the unem-
ployment insurance data for 1980-1982 for
Texas showed employment growth of 23.2 and
16.7 percent for the 1-5 and 6-19 employment
size classes, respectively, compared to 3.7 per-
cent for firms with 500 or more employees.
Fifty-six percent of the new jobs occurred
among firms with less than 20 employees and
only ten percent in the largest size (over 500
employees) firms.°

Research on job generation in Wisconsin
for 1969-1981 also found that very small
businesses—those that have 20 or fewer
employees—dominate that state’s job gener-
ation process. Dun and Bradstreet data for
1969-1976 were obtained from David L. Birch
to provide an historical perspective and to
compare results for Wisconsin with the rest of
the nation. Complete annual Wisconsin un-
employment insurance data were analyzed for
1977 to 1981.

Among the results of that research were
the following:

e From 1969 to 1979, very small busi-
nesses created more than twice as many net
new jobs as their share of total employment
would predict, usually more than all other
businesses combined.

e Only very small businesses generated
more jobs than they lost during the 1979
through 1981 recession years.

e Very small businesses create the most
net new jobs in all industry groups, including
manufacturing, where they have a smaller
share of total employment.

e Even during the 1980-to-1981 recession
period, very small manufacturing firms contin-
ued to add more jobs than they lost, in contrast
to the larger manufacturers,.

e The most important factor in explain-
ing the ability of very small businesses to gen-
erate the most net new jobs is that every year,
during both economic expansions and re-
cessions, there are many new businesses that
start up. The majority of these are very small
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businesses with 20 or fewer jobs. In addition,
very small businesses expand and grow as their
markets and product lines expand.

e The job creation rate of very small
businesses through both births and expansions
is considerably higher than that of larger firms
and more than offsets their job loss rates, which
are slightly higher than those of larger firms.

e Employment change at larger firms is
more sensitive to recession. The relative fall in
shares of employment at expanding firms and
rise in shares at contracting firms are both
greater for larger firms.

e Among the major industrial sectors, the
services sector is found to be a consistent and
somewhat countercyclical source of net new
jobs; the manufacturing sector is sensitive to
changes in the business cycle and a very cy-
clical job generator; and the high technology
production sector is small and not a consistent
source of new jobs.”

Importance of small businesses
in Seventh District states

Data on the number of small business es-
tablishments are derived from the annual
County Business Patterns (CBPD) data with the
latest as of 1983. An establishment is a single
physical location where business is conducted
or where services or industrial operations are
performed.  However, individual establish-
ments are not necessarily separate business
firms. The fact that separate locations of a
multi-establishment firm are counted as indi-
vidual establishments tends to overstate the
relative importance of small businesses in an

Figure 1
Small business employment: 1983
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area. Offsetting this are the small businesses
that do not have paid employees and are not
included.

According to the latest CBPD data, small
businesses generally represent about 88 percent
of all establishments, both in the Seventh Dis-
trict and nationally. Among the individual
states in the District, the range is from 87 per-
cent in Illinois to 90 percent in Iowa.

More variation exists among the states in
the proportion of total employment located in
small business establishments. Although em-
ployment in small business establishments rep-
resents about 27 percent of total employment
in the Seventh District compared to 28 percent
in the United States, the range among the
states in the District is from a low of 24 percent
in Illinois to a high of 35 percent in Iowa.

The proportion of establishments that are
small businesses and their proportion of total

Figure 2
Small business employment by industry: 1983
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Figure 3
Components of employment change over
the business cycle: United States
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employment varies considerably among indus-
tries.  Agricultural services has the highest
proportion of employment in small businesses
at 60 percent nationally and in the Seventh
District at 73 percent. Manufacturing has the
smallest proportion at eight percent nationally
and seven percent in the Seventh District.
Other industries are within these ranges.

Components of employment change

The components of employment change
are the proportions of emplovment change that
occur in firms that are new, (i.e., births), in
existing firms that are expanding or contract-
ing, or in firms that have closed, (i.e., deaths).
Comparisons of the behavior of the components
of employment change over the business cycle
indicate the differences in the sources of change
during periods of the cycle.

Utilizing data from the USELM file al-
lows an analysis to be made of employment
change during a period of economic recovery
and a recession. A comparison of the employ-
ment change between 1976-1978 (a period of
recovery) and 1980-1982 (a recessionary pe-
riod)® indicates that nationwide most of the
difference in employment change between the
two periods is due to the decline in births and
expansions. Very little of the difference in em-
ployment change is due to closings and con-
tractions. About 10 percent of the employment
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change from 1976 to 1978 was due to closings
and about 11 percent in the 1980 to 1982
period—a very small difference. About nine
percent was due to contractions in the earlier
period and eight percent in the latter period.
The major difference between the two periods
is in the percentage of employment change due
to births and expansions. Thus, births account
for about 13 percent of the employment change
during the recovery but only nine percent dur-
ing the recessionary period. Similarly, the
percentage contributed to employment growth
by expansions dropped from 14 percent in the
recovery period to 11 percent in the
recessionary period.

These results are rather surprising in light
of the empbhasis that the media places on plant
closings and layoffs. Considerably less atten-
tion is given to trends in new incorporations
and firms expanding employment.

Comparisons of the sources of employ-
ment change in the Seventh District with that
in the United States show the same pattern.
The proportions of employment change from
closings and contractions change very little be-
tween the two periods. Most of the differences
were from declines in births and expansions.

The percentage change from closings is
slightly lower for the District relative to the
nation during both periods. The differences

Figure 4
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due to contractions are mixed. Generally
higher birth rates and greater employment
growth mean higher closing rates.

The poorer performance of the Seventh
District in employment growth during both
periods is thus primarily due to lower percent-
age increases in employment from births and
expansions.’ It also means that a higher per-
centage of the employment is in firms with no
change in employment during the period.

Comparing the components of employ-
ment change for small businesses with the
components of change for total employment in
the Seventh District reveals that small busi-
nesses have higher employment rates from
births and expansions during both periods of
the business cycle. Except for the change in
employment  from  closings during the
1976-1978 recovery period, small businesses
also have smaller percentage changes in em-
ployment from closings and contractions than
total employment throughout the cycle.

As a result of the higher contributions of
births and expansions to employment growth
and the generally smaller losses from closings
and contractions, the contribution of small
businesses to overall employment growth ex-
ceeds its share of total employment. This is
consistent with the Birch results mentioned
above.

Figure 6

Components of small business and total
employment change over the business
cycle: Seventh District
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Figure 6
Employment change by firm size: 1976-78
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Importance of small businesses
to employment growth

Small businesses are important to em-
ployment growth during both recovery and
recessionary periods. The contributions of
small businesses are particularly evident during
recessionary periods when employment at me-
dium- and large-sized businesses may be de-
clining in the aggregate but employment
growth is continuing in the group of small
businesses with fewer than twenty employees.

For both the District and the nation the
employment growth rate was greater for
smaller firms than for other size groups during
the recovery of 1976-1978. (See Figure 6.)
With the exception of firms with 500 or more
employees in the U.S., employment growth
rates decreased as the size of the firm increased.
In the Seventh District the rate of employment
growth for all firm sizes except those with
100-499 employees was much lower than that
nationally, a reflection of the poorer overall
economic performance of industry in the Dis-
trict generally.

During the period from 1980-1982, the
USELM data show that small businesses with
less than 20 employees continued to increase
employment. Firms in all the other employ-
ment size groups lost employment. In the
Seventh District, although total employment
declined about three percent during this pe-
riod, small businesses had increased their em-
ployment by about seven percent. The same
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Figure 7
Employment size by firm size: 1980-82
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pattern was true for the United States but the
employment growth rate for small businesses
was greater at 14 percent and the employment
loss rate was less for the other firm sizes than
in the Seventh District. The growth rate for
small businesses in the United States during
this period was actually sufficiently large so as
to offset the losses at medium- and large-sized
businesses and thus produce a net gain in total
employment.

Employment growth in small businesses
during the recessionary period was not confined
to just a few industry sectors but occurred gen-
erally in all industries. This was true for the
nation as a whole and also in the Seventh Dis-
trict with the exception of the construction in-
dustry. The growth rates for employment in
small businesses in the Seventh District, how-
ever, consistently lagged those in the United
States in all major industry sectors.

There was, however, variation in small
business growth rates among the industry sec-
tors. Below average small business employment
growth rates occurred nationally in retail and
wholesale trade and in construction which have
a higher base of small business employment.
The same was true for these sectors in the Sev-
enth District when compared to the District
average. The strongest growth sectors both
nationally and in the Seventh District were
mining;'® services, which includes business ser-
vices; finance, insurance, and real estate; and
transportation and communications.  Even
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Figure 8
Small business employment change
by industry: 1980-82
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small businesses in manufacturing and agricul-
tural services, two sectors generally regarded
as having performed poorly in employment
during the recession, had small business em-
ployment growth rates which were slightly
above the Seventh District small business aver-
age growth rate.

Among the individual states in the Dis-
trict, small business employment growth during
the 1980-1982 period varied from a high of
about nine percent in Illinois to a low of two
percent in Iowa. Only Illinois was above the
Seventh District average of seven percent.
Small businesses in Illinois contributed half of
the total small business employment growth in
the Seventh District, but accounted for only
about a third of small business employment.
Despite a near-average rate of growth for a
Seventh District state, small businesses in
Michigan accounted for only 15 percent of

Federal Reserve Bank of Chicago

Figure 9
Small business employment change:
1980-82
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small business growth in the Seventh District
although the state had 25 percent of the area’s
small business employment.

The major factors contributing to the
lagging growth of small businesses in the Sev-
enth District during the 1980-1982 period were
low birth rates and low expansion rates. The
death rate (closings) of Seventh District small
businesses was below the national average.
This is consistent with the finding discussed
above that areas with lower birth rates gener-
ally have lower rates of closings.

Differences in small business growth
among Seventh District states were also largely
due to relative performance in births and ex-
pansion. The stronger performance of Illinois
reflected its above District average birth and
expansion rates. Iowa’s poor performance was
due to its lower birth rate and expansion rate
and a higher rate of contractions. Michigan
and Indiana had similar birth, death, and
contraction rates and the difference in contri-
butions of small businesses to employment
growth in the two states was due to the some-
what higher rate from expansions in Indiana
compared to Michigan.

Employment growth in small businesses
in the individual states varied among the major
industries. In Indiana, employment growth in
small businesses engaged in manufacturing was
almost twice the District average and compa-
rable to the national average. In Iowa the rate
was half the District average and about one-
fourth the national average. Michigan and
Wisconsin were below the District average.



Table 1
Sources of small business employment change: 1980-82

Birth Death Net Expansion Contraction Net Total

rate rate births rate rate expansion change
U.S. 12.2 9.5 2.7 17.5 6.3 11.2 13.8
Seventh District 9.4 8.7 0.7 13.2 7.2 6.0 6.7
llinois 10.7 8.8 1.4 14.1 6.3 7.8 9.2
Indiana 9.2 9.0 0.2 13.7 7.6 6.1 6.4
Wisconsin 8.8 8.2 0.6 13.1 7.5 5.6 6.2
Michigan 9.2 8.9 0.3 12.7 7.7 5.0 5.3
lowa 7.9 8.5 -0.6 10.8 8.4 2.4 1.9

Both Illinois and Indiana showed strength
in employment growth for small businesses in
the finance, insurance, and real estate group.
Indiana’s strong showing was due mostly to
relatively high expansion rates. Again Iowa’s
performance was poor and that in Michigan
and Wisconsin was below the District average.

Small business employment growth in the
wholesale trade sector was above the District
average in Illinois but also in Michigan.
Michigan’s strong showing in wholesale trade
was apparently due mostly to above average
birth rates. Employment in small wholesale
trade businesses in Iowa actually declined dur-
ing the 1980-1982 period.

Conclusions

Analysis of existing small business datasets
for Seventh District states gives results consist-
ent with other research emphasizing the im-
portance of small businesses for employment

Figure 10
Small business employment change:
manufacturing, 1980-82
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growth. This result holds during both recovery
and recessionary periods.

The components of job change that are
most sensitive to the business cycle over time
are births and expansions. Rates of employ-
ment growth from closings and contractions are
less variable.

Small firms—those with 20 or fewer
employees—create a larger proportion of new
jobs than their share of employment in the
economy and continue to create jobs even dur-
ing recessions.

The patterns of employment growth for
small businesses in the Seventh District are
similar to that in the United States. However,
the rates of employment growth were generally
lower in the Seventh District during the two
periods studied.

The strongest growth industries for small
businesses during the recessionary period both
nationally and in the Seventh District were
mining; services including business services; fi-
nance, insurance, and real estate; and trans-

Figure 11
Small business employment change:
finance, insurance, real estate, 1980-82
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Figure 12
Small business employment change:
wholesale trade, 1980-82
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portation and communications. The weakest
sectors were retail and wholesale trade and
construction. Small businesses in manufactur-
ing and agricultural services had small business
employment growth rates which were slightly
above the overall small business average for the
Seventh District.

Most of the variation in job growth
among states is due to differences in job cre-
ation (i.e., births and expansions), not to the
differences in job loss (i.e., deaths and con-
tractions). In fact, areas with higher birth
rates, and hence higher employment growth
rates, tend to have higher death rates.

Small businesses had the highest employ-
ment growth rate in Illinois among Seventh
District states and the lowest in Iowa. The
stronger performance in Illinois reflects its
above District average birth rate and expansion
rate. lowa’s poor performance on the other
hand was due to its lower birth rate and ex-
pansion rate and also a higher rate of business
contractions.

The performance in individual states
varied by industry. In Indiana, employment
growth in small businesses engaged in manu-
facturing was almost twice the District average
and comparable to the national average. In
Iowa the rate was half the District average.

Both Illinois and Indiana showed strength
in employment growth for small businesses in
the finance, insurance, and real estate group.
Indiana’s strong showing was due mostly to
relatively high expansion rates.

Federal Reserve Bank of Chicago

Small business employment growth in the
wholesale trade sector was above the District
average in Illinois but also in Michigan.
Michigan’s strong showing in wholesale trade
was apparently due mostly to above average
birth rates.

The findings cited in this study suggest
that small business can have a net positive ef-
fect on employment, especially if a high rate of
start-ups and expansions can be generated.
From a public policy point of view the question
that remains unanswered by the data is why
do small businesses expand more rapidly in
some states and regions than in others. Is it
due to previous public policies (i.e., subsidized
financing and assistance) or is it that some
states have a more attractive entrepreneurial
climate? The answer to this question will be a
major contribution to the formulation of future
public policies.
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topic from a variety of perspectives.
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Toward Nationwide Banking

One of the major issues facing the financial industry today is that of interstate
banking. Toward Nationwide Banking, recently published by the Research
Department of the Federal Reserve Bank of Chicago, examines this timely

The research contained in Toward Nationwide Banking should be of valuable
assistance to bankers, legislators, academics, and consumers who are con-
cerned about this emerging development. Toward Nationwide Banking is
available from the Federal Reserve Bank of Chicago, P.O. Box 834, Chicago,
IL 60690 at $10 a copy. Make checks payable to Federal Reserve Bank of

e Is there a need for interstate
banking?

e What is the driving force
behind interstate banking?

e What are the implications
of various provisions of interstate
banking legislation?

e How will banking law liberalization
affect local market structure?

@ Where have nonbanks chosen
to locate and why have they
selected these locations?

e Who will be the acquirers and
who will be acquired when
banking laws are liberalized?

e How will the new interstate
banking laws affect the viability
and independence of small banks?
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