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INTRODUCTION

uccessful small businesses are critical to maintaining a
robust U.S. economy. The numbers almost speak for
themselves:

* 99 percent of all American businesses are small;

* small businesses provide approximately 75 percent of
the net new jobs added to the U.S. economy every year;

* small businesses represent 99.7 percent of all
employers;

* small businesses employ 50.1 percent of the private
workforce;

* small businesses provide 40.9 percent of private sales in
the country.

It is truly the innovation, resilience, and determination
of small-business owners that centers them at the heart
of the American economy. Small businesses broaden the
base of participation in society, create jobs, decentralize
economic power, and give people a stake in the future.
Owning a small business is hard work, but it is not
without its rewards. Small-business ownership encourages
personal freedom and individual empowerment. It builds
and perpetuates social and political stability. And it spurs
the kind of innovation that creates gains in productivity,
thereby increasing local, and even national, prosperity.

But small businesses cannot do it alone. The U.S.
government plays a crucial role in creating an environment
in which entrepreneurs can flourish. We implement policies
to reduce burdensome regulations and remove red tape
so as to create a small-business-friendly environment that
supports the perpetuation of neighborhood grocery stores

and local tailors. Without careful attention, government
policies could crush the small-business sector of any
economy.

In order to create an environment in which U.S. small
businesses can prosper, President George W. Bush has
joined with private-sector, nonprofit, and community
and faith-based organizations to focus talent, expertise,
and other resources on facilitating economic growth and
enterprise all across America, and particularly in otherwise
neglected areas. Together these groups are educating
interested Americans about entrepreneurship. They are
offering classes on how to hire employees, negotiate
contracts, and market products.

Government investment in small businesses benefits
not only the businesses themselves but also our national
economy and our society at large. A healthy small business
creates jobs in the community and gives both employer
and employees a stake in the success of the neighborhood.
When times are tough, it is the corner store that sees
us through to the brighter days. It is the government’s
responsibility to ensure that its policies are helping—not
hurting—enterprises, creating the conditions for small
business to flourish, and encouraging citizens to give small-
business ownership a try.

Hector V. Barreto
Administrator
U.S. Small Business Administration
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HOW SMALL BUSINESSES CONTRIBUTE
TO U.S. ECONOMIC EXPANSION

Derek Leebaert

Small businesses contribute much more to the U.S.
economy and society as a whole than can be calculated
Just from the spending and profit that they generate.
These businesses tend to be more economically innovative
than larger companies, more able to respond to changing
consumer demand, and more receptive to creating
opportunities for women and minorities, and activities in
distressed areas. “Building, running, and growing small
business is a part of a virtuous cycle of creativity and
increasing prosperity that can be applied by dedicated and
thoughtful people anywhere,” the author says. “There are
no secrets, and frequently money is less important than a

considered combination of imagination and effort.”

Derek Leebaert is an adjunct professor of government at
Georgetown University. He is co-author of The MIT Press
trilogy on the information technology revolution, and

serves as an adviser to Management Assessment Partners

(MAP), a global consulting firm.

visitor to the United States will encounter many

newspapers and magazines devoted to business:

The Wall Street Journal, Fortune, Forbes, Business
Week, Barrons. On television and radio, he or she will
hear about the Dow Jones Industrials and the S&P
1000—statistics that reflect the stock market’s highs
and lows, as shown by the value of the largest U.S.
companies. The very term Fortune 500, coined 50 years
ago by Fortune magazine, ranks the leading companies in
the nation: General Motors, General Electric, DuPont,
and, more recently, Microsoft and Oracle. Moreover,
brand names such as Ford, Coca Cola, and IBM likely
have been commonplace in his or her own country for
decades. Against this background, our visitor might get
the impression that America’s economy, employment,
innovation, and exports are propelled solely by such
behemoths.

Many Americans share that impression, and it is
wrong. To be sure, the largest 500 or 1,000 corporations
offer exciting material for journalists, as shown by
the chronicling of boardroom scandals and corporate
takeovers. These enterprises are visible, politically
influential, and—because of their size and relative
stability—the repositories of pension fund and other
long-term investment for many Americans. They make
up much of the nation’s total output of goods and
services. But to understand the full scope of national
output, as well as of job creation and innovation in the
U.S. economy, let alone where those huge corporations
originated, we have to look beyond the headlines.

FUELING AMERICA’S GROWTH

Small and large businesses are not distinct segments of
the U.S. economy: They buy each other’s products and
build on each other’s innovations to generate economic
growth. The smaller businesses are frequently younger
ones created by self-employed entrepreneurs. Such activity
contributes further to economic growth by challenging
traditional technologies and practices. In turn, economic
growth promotes entrepreneurial activity by providing
markets and financing for men and women bold enough
to venture alone into the stormy seas of a consistently

expanding economy.

© Syracuse Newspapers/The Image Works

An employee of MGI Products Inc. welding a portion of a quartz
wafer carrier, a device for holding a wafer for processing in
semiconductor manufacturing.
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Because of this widespread drive to start and build
businesses, the United States benefits more from such
a growth cycle than do other industrial economies. To
varying degrees, entrepreneurship is apparent in every
American neighborhood, and it is by no means limited to
the high technology that is often chronicled by the press.
Nor must a small business necessarily be a new one—but
to sustain it requires the agility of an entrepreneur merely
to avoid falling prey to the advantages of cash, reach, and
buying power enjoyed by big corporations.

A small business is not defined solely by revenue
or number of employees, let alone by how long it has
been open, but by its function in the economy. For
example, a “small” manufacturing company is one with
fewer than 500 employees, whereas a “small” wholesale
trading company may have no more than 100 employees.
Because of the different costs to the owner of his or
her materials, a carpet cleaning business, for instance,
is considered “small” if its annual revenue is less than
$4 million, while a “small” construction company can
have revenue as sizable as $30 million. Such precision is
required by statisticians in order to align these businesses
with government programs designed to provide loans,
training, and tax relief to these sources of growth.

Indeed, there are “micro-businesses” that have annual
revenues under $1 million—relatively insignificant in the
business world, one might think, until we consider that
such microenterprises represent as much as 15 percent of
the U.S. economy. At the other extreme of our definition,
we can find those “small manufacturers” with up to
500 workers, though most are still family-owned—and
include about 330,000 separate companies employing
roughly 7 million workers.

From a two-person software start-up to a fleet of
trucks helping to build cities, the small-business sector
catalyzes economic expansion by:

* making up 99.7 percent of all U.S. employers,
meaning that only 17,000 companies, or 0.3 percent of
all employers, have 500 or more employees;

e generating half the nonfarm output of the U.S.
economy, and employing about half of all Americans not
working for government, while adding 60 to 80 percent
of net new (nongovernmental) jobs annually;

* comprising 97 percent of exporters and producing 29
percent of all export value—key points when we consider
that exports have accounted for about 25 percent of U.S.
economic growth over the past decade and support an
estimated 12 million jobs;

* winning nearly 24 percent of all government

Steve Jobs, founder of Apple Computer, displaying images of iMac
computers at a convention.

contracts, ranging from ship construction to printing
brochures.

Small businesses are often the beginnings of large
ones, as we are reminded by the 30th anniversary of
Apple Computer, which was founded in 1976 by three
members of the Homebrew Computer Club. Yet not all
of America’s 23 million small businesses aspire to the
Fortune 500. There are companies—such as the brewer
Anchor Steam—that realize that profits can come from
resisting the temptation to expand. Their contribution
to the economy is to offer niche products and services
not offered by big corporations—and often to charge
more for such specialization. It is the diversity as well as
the dynamism of an economy that assures a continually

upward path.
SHAPING INNOVATION AND FLEXIBILITY

Small businesses provide catalytic benefits to the
economy. They contribute to national output, and to the
society as a whole, beyond the spending and profit they
generate. Consider the following.

In terms of economic innovation:

e small businesses produce 13 to 14 times more
patents per employee than do large firms;

* small businesses” patents are twice as likely as those
from the larger firms to be among the 1 percent most
cited (that is, the most significant);

¢ small businesses employ 39 percent of high-tech
workers such as scientists, engineers, and information
technology workers, generating the majority of
innovations that come from U.S. companies;

* these businesses are able to pioneer new alliances
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and partnerships, in contrast to large businesses

with demarcated competitive interests, as shown by
biotechnology companies vis-a-vis the U.S. pharmaceutical
giants.

In terms of economic flexibility:

* high spending on information technology enables
agile responses to changing customer requirements:
small and mid-sized firms account for 45 percent of U.S.
technology spending;

e firms of 100 to 1,000 workers are spending eight
times faster on technology than are big corporations,
further enabling the close touch of business owners with
the end users of their products or services;

* by deploying flexible production techniques enabled
by both technologies and newly efficient practices,
small businesses can adapt faster to shifting economic
conditions;

e small businesses act as a shock absorber for
fluctuations in employment caused by downsizing and
globalization: 53 percent of small businesses operate out
of an individual’s home, from hair styling for neighbors to
consulting for other businesses large and small.

In terms of social cohesion:

* small businesses serve as an entry point into the
economy for new or previously slighted workers: women-
owned small businesses, for instance, generate nearly a
trillion dollars in revenues annually and employ more than
7 million workers;

e small businesses increasingly generate entrepreneurial
opportunities for minorities, which census data show
as owning 4.1 million firms that generate $695 billion
annually and employ 4.8 million workers;

e small businesses bring economic activity to distressed
areas: about 800,000 companies (90 percent of them
microenterprises) are located in the poorest areas of the
100 largest U.S. cities;

e small businesses offer job satisfaction and autonomy:
studies show that most businesses are started to improve
one’s condition, rather than for lack of an alternative, with
some half a million new businesses started each month.

“A VIrTUOUS CYCLE”
The small-business sector constitutes a large part

of the U.S. economy, but its influence transcends its
already significant size. As economies prosper more from

© Mark Ludak/The Image Works

A freelance writer working at his home.

how they apply knowledge rather than materials, there

is an ever-greater premium on innovation, flexibility,
large-scale customization, and specialization—whether

in serving sandwiches or programming software. While
the percentage of Americans employed by Fortune

500 companies steadily drops (from 20 percent of the
workforce in 1980 to less than 9 percent today), an
average of 9.36 percent of the population could be found
over the last decade starting their own businesses.

There are successes—two-thirds of new businesses
with more than a single employee are still open after two
years—and honest failures, which bring no social stigma
in the United States. One can try again, perhaps with a
more refined innovation, a better understanding of the
market, and new entrepreneurial allies. Building, running,
and growing small business is part of a virtuous cycle of
creativity and increasing prosperity that can be applied
by dedicated and thoughtful people anywhere. There are
no secrets, and frequently money is less important than a
considered combination of imagination and effort. m

The opinions expressed in this article do not necessarily reflect the views or

policies of the U.S. government.
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SMALL BUSINESS IN U.S. HISTORY

Christopher Conte

Americans have long revered small businesses for not only
building the economy but also bolstering democracy. For
more than a century, the United States has implemented
laws aimed at preventing big business from competing
unfairly with small businesses. Whether small businesses
create a disproportionate number of jobs is not clear, but
they clearly have influenced big businesses, which have
adopted the flexible practices of smaller companies.

Christopher Conte, a former editor and reporter for The
Wall Street Journal, is a freelance writer who reports on a

variety of public policy issues.

alvin Coolidge, the president of the United States

during the “roaring” 1920s, famously declared

that “the business of America is business.” For
the first century of the country’s existence—until the
1880s—it would have been equally accurate to say that
the business of America was small business since virtually
all businesses in the nation were small in those years.
Large-scale enterprises have eclipsed small business to
a significant degree since then, of course, but the vast
majority—almost 90 percent of American employers
have fewer than 20 workers—are still small. Moreover,
small businesses continue to have a strong hold on the
American imagination.

Businesses had no choice but to be small in America’s
carly days. Transportation was slow and inefficient,
keeping markets too fragmented to support large-scale
enterprise. Financial institutions also were too small
to support big business. And productive capacity was
limited because wind, water, and animal power were the
only sources of energy. Whatever the reason businesses
were small, Americans liked it that way. Small business,
they believed, cultivates character and strengthens
democracy. As Thomas Jefferson, the third president of
the United States, put it, a nation of farmers and small
businesspeople would avoid dependence, which “begets
subservience and venality, suffocates the germ of virtue,
and prepares fit tools for the designs of ambition.”

The American belief in small business was put to the

AP/Wide World Photo

In the early 1900s, employees at the retail chain store Woolworth,
which grew from a single store opened in 1879.

test beginning in the late 1800s. Railroads, the telegraph,
the development of steam engines, and rapid population
growth all created conditions in which some businesses
—especially capital-intensive ones such as primary metals,
food processing, machinery-making, and chemicals—
could become bigger and, in the process, more efficient.
Many people celebrated the higher wages and lower prices
that came with large-scale enterprise, but others worried
that the qualities Jefferson extolled might be lost in the
process. “Even as they embraced what they viewed as

the superior efficiency and productivity of big business,”
wrote historian Mansel Blackford in A History of Small
Business in America, “Americans continued to revere small
businesspeople for their self-reliance and independence.”

LEGISLATION VS. ECONOMIC REALITY

As Blackford describes, policy-makers have sought
repeatedly to reconcile Americans’ appreciation for the
benefits that big business brings them with their reverence
for the small businessperson. In 1887, the U.S. Congress
enacted the Interstate Commerce Act to regulate
railroads, partly to protect smaller businesses from what
was deemed a natural monopoly. Then, the Sherman
Antitrust Act (1890) and the Clayton Antitrust Act
(1914) sought to prevent big companies from exercising
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WHERE DO AMERICANS WORK:?

ost businesses in America are small. In 2002, 88 percent of the nation’s 5.7 million businesses employed fewer
M than 20 people, and 99.7 percent employed fewer than 500 people. But almost half of all Americans work

for companies that employ more than 500 people, and two-thirds work for companies that employ more
than 100 people, as the chart below demonstrates.

Employment by Size of Firm - 2002
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Big companies also account for a larger share of the nation’s output than gross figures on the number of firms
suggest. The chart below shows that although small firms outnumber large ones, the largest ones—those with

more than 2,500 employees—collect 50 percent of all receipts.
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excessive power in the marketplace. Later, the Robinson-
Patman Act of 1936 and the Miller-Tydings Act of 1937
aimed to rein in large chain-store retailers.

In each of these laws, however, small-business
enthusiasts had to mollify legislators who opposed
government interference in the economy and saw big
business as more efficient than small business. The result
was a series of compromises that limited the ability of
big businesses to use their power to stifle competition at
least somewhat, but did not prevent them from growing
big through methods deemed fair. The Sherman Act,
for instance, did not crack down on bigness per se, and
in fact often was used to prevent collusion among small
businesses as well as big ones. Similarly, the Clayton
Act did not outlaw bigness itself, but merely prohibited
“unfair” methods of competition.

In 1953, lawmakers took a different approach:

They established the Small Business Administration
(SBA), a federal agency that provides training and helps
small enterprises secure financing, land contracts with
government agencies, and raise equity capital. The SBAs
actual impact is difficult to gauge. But economists believe
small business has survived over the years more as a result
of economic realities—and its own ingenuity—than as

a result of legislation. In some industries—furniture-
making, lumber milling, and many service businesses,

for instance—small businesses continued to play an
important role because the kind of economies of scale
that allowed businesses to grow big in other sectors were
largely absent.

In some sectors, small businesses found market niches
where there was too little demand to require large-scale
production. Blackford cites Buckeye Steel Castings
Company of Columbus, Ohio, which was formed in
1881 and thrived for many years by producing automatic
railroad car couplers, for instance. He also describes how
a variety of small, Philadelphia-based textile companies
survived into the 20th century by producing for the
constantly fluctuating seasonal-clothing market. More
recently, a number of information technology companies
have emerged to produce software for highly specific
computer applications, and numerous small Internet
companies sell products aimed at narrow market
segments.

Some businesses have stayed small simply because their
owners don’t want them to grow bigger. And economists
have noted one other role of small businesses: In
economic downturns such as the Great Depression of the
1930s and the recessions of 1973-1975 and 1980-1982,
many people who lost their jobs in larger companies

David Paul Morris/Getty Images

The Palo Alto, California, garage where electronics giant Hewlett-
Packard started in 1939.

formed their own small businesses to stay afloat through
the hard times.

Opverall, while the dream of running one’s own
business has fueled a steady rise in the number of small
businesses in America, the general trend since the 1880s
has been for small businesses to grow in number along
with the population, but for their relative share of
economic output to decline as large corporations have
emerged in various sectors. The SBA itself has tacitly
acknowledged the trend toward largeness by redefining
small business upward. In the 1950s, the agency counted
any manufacturer employing fewer than 250 people as
small, but today it considers companies with as many
as 500 employees to be small. Still, the vast majority of
American businesses are small. In 2002, for instance,
there were only 16,845 companies employing more than
500 people, compared to 5,680,914 employing fewer
people, according to the SBA.

THE SIGNIFICANCE OF SIZE

Small business demonstrated its durability during
the 1970s and 1980s in particular. At the time, foreign
competition led to a decline of basic, large-scale
manufacturing companies in such industries as steel,
automobiles, and textiles. In the new global economy,
services became relatively more important while
manufacturing became less important, and that meant
a growing role for small companies, which traditionally
have dominated many service sectors. But some
economists saw additional reasons why small business
would become a more important part of the economic
landscape. In the highly competitive and rapidly changing
global economy, they argued, companies that could
innovate, customize products, and adapt quickly
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to changing
circumstances
would have

an edge. Small
business, with
less hierarchical
management
systems and
less unionized
workforces,

seemed to

have just these
strengths. What
is more, small
businesses got

AP/Wide World Photo

an extra boost
A repairman from consumer electronics chain

store Best Buy making a housecall to set up
a computer.

because declining
transportation
costs and the
emergence of the Internet made it easier than ever for
them to compete on the global stage.

The surge in enthusiasm about small business peaked
in 1987, when David Birch, an economist and founder
of the research firm Cognetics Inc., wrote that small
businesses create most of the new jobs in the economy.
Birch’s findings attracted enormous attention and are still
cited to this day. But many economists dispute them.

In a 1993 study, for instance, the National Bureau of
Economic Research found that while firms employing
fewer than 500 people really did create more jobs

between 1972 and 1988, they also went out of business
far more often. Their net impact on job creation was
thus no greater than that of larger firms, the private,
nonpartisan research organization concluded.

In any event, small business may have held its own
in recent years, but it has not regained the market share
it lost to big business over the previous century. In
part, that’s because big businesses have become more
competitive themselves by learning some lessons from
their smaller competitors, according to The Economist
magazine. In 1995, the British publication reported
that big businesses increasingly are behaving like
small ones, “pushing decision-making down through
management ranks, restructuring themselves around
teams and product-based units, and becoming more
entrepreneurial.”

Today, large and small enterprises appear to have
reached some kind of equipoise. The small business
share of the U.S. gross domestic product, for instance,
which was 57 percent in 1958, has hovered at around 50
percent since 1980. If Calvin Coolidge were still alive, he
might view such figures and stand by his belief that the
business of America is business. But he might add that
business in America comes in all sizes, large to small. m

The opinions expressed in this article do not necessarily reflect the views or
policies of the U.S. government.
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GOVERNMENT’S ROLE IN
ENCOURAGING SMALL BUSINESS

Steve Strauss

With most of the world’s business being conducted by small
entreprencurs, it makes good economic sense for governments
to implement policies that encourage small-business

growth. The five ways in which government can have the
most positive effect are by making capital more accessible,
[Jacilitating business education, promoting entrepreneurship,

reducing regulatory burdens, and protecting intellectual

property.

Steve Strauss, a lawyer, author, television commentator, and
USA Today business columnist, is one of America’s leading

experts on entrepreneurship and business development.

n the late 1970s, a commune in communist China

was so broke, and the peasants who ran the commune

so hungry and poor, that they decided to risk their
lives and do the unthinkable: The peasants secretly
privatized and divided up the land. Each farmer had his
own plot with which to grow his own food, use it, and
sell the extra, if any.

Within a year, that commune became one of the most
prosperous in China and, not surprisingly, caught the eye
of communist officials. Yet rather than condemn what
was a decidedly noncommunist idea, the government
gave private commune plots an official blessing. The rest,
as they say, is history. China’s capitalist turn became the
greatest antipoverty program in the history of the world,
freeing millions of people from poverty in a few short
decades.

That government policies can have a huge impact
on the growth and promotion of small business is a vast
understatement. In a world beset by too much hunger
and need, small business is one thing with a proven
capacity not only to ease suffering, but also to create a
solid middle class, generate a secure tax base, and foster
social stability. All in all, small business is good business.

AP/Wide World Photo

A branch of Philadelphia’s Sovereign Bank, a major lender to small
businesses.

Which raises the question: For those countries wishing
to promote small business, what policies can be adopted
to encourage its growth? I suggest that there are five main
areas where appropriate government policies can have a
huge impact on small-business growth.

MAKE CAPITAL EASILY AVAILABLE

When I was a young boy, my father owned several
carpet stores. One day, | was given the assignment in
school to write an essay about what he did for a living.
Because “retail carpet store owner” was hard for me to
describe, I asked him what he did. “Well,” he said, “I'm
an entrepreneur.” A bit confused, I asked him what that
was, and he replied, “An entrepreneur is a person who
takes a risk with money to make money.”

That remains as good a description as I have
ever heard, although since then I have learned that
entrepreneurs actually like to take small, calculated risks.
Therefore, if a government wants to promote small
business, it must advance policies that reduce the risk
inherent in entrepreneurship. That way, people will be
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more willing to leave the comforts of their jobs and start
new businesses.

So the first policy necessary to promote small-business
development is one that assists would-be entrepreneurs
find the money they need to get started.

In the United States, we have a government agency
called the Small Business Administration (SBA), whose
duties include helping entrepreneurs get the money they
need to take the risks necessary to start small businesses.
Interestingly, the SBA does not actually make these loans,
but it does guarantee them. Banks are more likely to loan
money to risky new businesses when they know that the
SBA and the U.S. government will guarantee repayment,
even if the borrower defaults. The result is a vibrant U.S.
economy in which 99 percent of all businesses are small
businesses.

So the first thing any government seeking to promote
small business should do is to establish a pool of federally
guaranteed loans. Easy access to capital creates the
foundation for a lively small-business sector.

A New Jersey beauty salon that got free start-up assistance from a
center sponsored by the federal Small Business Administration.

TEACH ENTREPRENEURSHIP

There are many things that go into creating a successful
small-business economy, but surely a significant one is a
collection of entrepreneurs willing to start new businesses.
For that to occur, citizens must be able to learn business
skills. There are several ways in which governments can
assist them in doing this:

*  Create “business incubators.” A business
incubator is a facility that offers start-up
businesses a place to grow. Typically, business
incubators are associated with universities, and
professors and other experts donate their time and
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expertise teaching new entrepreneurs everything
from sales and marketing to law and taxes. Once
the would-be small-business owners conclude this
crash course in business, they move on and start
their businesses, and new entrepreneurs come

in to take their place. Governments can offer
universities financial incentives for creating on-
campus business incubators.

*  Use the Internet. The SBA has online tutorials
that teach business skills and ideas to anyone
with Internet access—http://sba.gov/training/
coursestake.html. Any government that wishes
to promote small and medium-sized enterprises
should consider doing something similar.

*  Hire experts. Likewise, private-sector small-
business experts can be hired to teach business
skills online. I write a weekly online column for
the newspaper USA Today that does this: htep:

[[www.usatoday.com/money/smallbusiness/
front.htm.

CELEBRATE AND FOSTER SMALL BUSINESS

Not only must new entrepreneurs be taught the skills
necessary to succeed, but existing entrepreneurs should be
promoted so as to encourage more people to start small
businesses. In Costa Rica and Uruguay, small-business fairs
and expos recognize small business and entrepreneurship.
Uruguay also has awards for small businesses that
contribute to society. Indeed, there is plenty a government
could do to promote small business. For example:

*  Sponsor an “Entrepreneur of the Year” award.
A yearly award, on both the local and national
levels, if well publicized, could do much to create
an entrepreneurial mind-set.

*  Tap the expertise of business leaders. A country
that wants to promote small business must work
to have its population look up to entrepreneurs.
One way to do this is for the government to tap
business leaders to help solve various issues and
problems. Blue-ribbon government panels should
take advantage of the expertise of entrepreneurs.

CREATE THE PROPER TAX AND REGULATORY
ENVIRONMENT

A country’s tax code is one of the best tools it has for
promoting small-business growth. In the United States, for
instance, the tax code is changed often with the idea that
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certain tax credits, deductions, or reductions can be used
to foster growth in one segment or another.

Here is another example: Nearly 98 percent of
all Canadian businesses are small businesses. The
Certified Management Accountants of Canada recently
recommended to the Canadian Parliament that the best
way to foster even more small-business growth is through
changes in Canada’s tax policies, such as:

* reducing the corporate tax rate;

* offering tax credits for investments in training and
education;

* increasing the deductions for investments.

Aside from lowering taxes to encourage business
formation, it is important to reduce and eventually
eliminate those government regulations that stymie
business growth. The simpler and more expedited the
regulatory process, the greater the likelihood of small-
business expansion.

PROTECT INTELLECTUAL PROPERTY

Any government that wants to encourage small
business needs to produce laws that protect the
innovations of entrepreneurs. Innovation is at the very
heart of small-business growth, but if innovations are not
legally protected, entrepreneurs will be unlikely to engage
in the risks necessary to invent new solutions to societal
problems. Accordingly, policies that protect patents,
copyrights, and trademarks are critical if small business is
to flourish.

In the end, any government wanting to promote
small business needs to implement policies that help
entrepreneurs take less risk and make more money. Do
that, and small business success is yours. m

The opinions expressed in this article do not necessarily reflect the views or
policies of the U.S. government.
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AMERICAN BANKRUPTCY LAWS:
Encouraging Risk-Taking and Entrepreneurship

Nathalie Martin

Business failure in the United States, unlike in many
other countries, is not regarded negatively. In fact, U.S.
bankruptcy laws are structured so that those who fail

in business are encouraged to continue entreprencurial
pursuits. “If a business in the United States fails, the
individual can move on with bis or her life without living
in shame or total poverty,” the author writes. “The ability
to start over is what makes some Americans willing to
take risks in business, which can be good for the overall
economy.”

Nathalie Martin, Dickason Professor of Law at the
University of New Mexico, recently served as the Robert
M. Zinman Resident Scholar at the American Bankruptcy
Institute.

he United States relies heavily on the use of
credit by both individuals and businesses to fuel
its economy. The country also has forgiving
bankruptcy laws that protect individuals and businesses
if they become financially insolvent. As such, these laws
support capitalism and the growth of small businesses by
encouraging people to take business risks.
For individuals, there are two main types of
bankruptcy:

®  One type, known as Chapter 7, allows people
in financial trouble to “discharge”—Dbe forgiven
for—most debts for which there is no collateral
(security). This type of bankruptcy does not help
a person become current with secured debts,
where the borrower has pledged some form of
collateral, such as property.

®  The second type, known as Chapter 13, allows
people in financial trouble to pay back a portion
of their debts through a payment plan extending
over three to five years. At the end of the period,
assuming the debtor has contributed all of his or

An lllinois furniture store that filed a Chapter | | bankruptcy petition.

her disposable income to the payment plan, the
remaining debts are forgiven. This type can be
used to pay off past-due secured debt and thus
keep the collateral.

For businesses, the law is a bit different. Some can stay
in business under Chapter 11 while they reorganize their
debts. Thus, unlike most bankruptcy systems around the
world, U.S. laws allow a bankrupt company to continue
in operation, with the same management, while it tries to
restructure its debts. In other words, typically, no trustee
or custodian is appointed. Some people think this system,
known as a debtor-in-possession system, promotes
economic and job growth because more companies
remain in business and their assets are protected.
Businesses can also simply liquidate their assets under
Chapter 7 and use the sale proceeds to pay creditors.

THE UNDERLYING PHILOSOPHY

The American economy is extremely vibrant and
active. The more activity in the economy, the stronger
the economy will be. The U.S. regulatory structure has
been developed to encourage people to create businesses,
with the hope that they will succeed, hire employees, pay
taxes, and otherwise improve the economy as a whole. We
acknowledge that in the process, some businesses will fail.
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Thus, as a culture, we value a person’s willingness to risk
his or her job and money (and borrowed money, too) for
the chance to succeed.

These ideas are not new. As a society, Americans
have always encouraged economic activity through the
extensive use of credit. As early as the 1700s, when the
U.S. economy was competing with much more developed
European economies, it grew faster than anyone could
have imagined and quickly became the world’s largest
economy.

The extensive use of credit in the early U.S. economy
was unique in the world, with some people being paid
for goods and supplies months and even years after the
credit was granted. This allowed people to start businesses
without much money in their pockets. The availability
of credit caused economic activity to soar, and a strong
credit-based economy was born.

Having this much credit in the system had a downside
as well. Some of the businesses failed. Even so, America
was friendly to the capitalist spirit since its goal was
to encourage people to take risks in business in order
to fuel its young economy. A legal culture of tolerance
of nonpayment developed that encouraged people to
continue entrepreneurial pursuits, even if they had failed
before.

The relative lenience of American bankruptcy law, as
compared to the law on the European continent, shocked
some people, including French philosopher Alexis de
Tocqueville, who, in the early 1800s, commented on the
“strange indulgence” shown to bankrupt companies in
the American union. He claimed that in this respect, “the
Americans differ not only from the nations of Europe, but
from all the commercial nations of our time.”

MODERN BANKRUPTCY LAWS IN PRACTICE

If a business in the United States fails, the individual
undertaking it can move on with his or her life without
living in shame or total poverty. This is more than just a
nice theory.

Many of America’s most successful businessmen failed
in ecarly business endeavors, including ketchup magnate
John Henry Heinz, Henry Ford of Ford Motor Company,
and Phineas Barnum, who founded the American circus.
All of these men eventually became very rich, in part
because they were given a chance to try a business, fail,
and start over.

Small businesses in the United States are the driving
force behind the economy, employing more people than

APMide World Photo

A photo film processing store going out of business in an
economically depressed section of Pittsburgh, Pennsylvania.

do huge, multinational companies. The credit system and
its counterpart, the bankruptcy system, clearly support
small businesses and entrepreneurship. Yet the sheer
amount of credit available in the United States is daunting
by global standards, with many average Americans able
to get credit of $50,000 or more from bank loans, credit
cards, and other sources, even without posting collateral.
Many new entrepreneurs start their businesses with money
from these sources.

Many people outside the United States find the
U.S. bankruptcy laws odd, in part because they are so
different from the laws in their own countries. Debt is
not easily forgiven in most parts of the world, and there
often is a stigma associated with financial failure. In
many parts of Europe, any business failure is viewed as
an embarrassment, even if you work for someone else’s
business and it fails. Someone associated with a business
failure may even have trouble finding another job. In some
parts of the world, such as Japan, my research has found
that the stigma from financial failure is strong enough to
lead people to commit suicide.

Nevertheless, other countries—including Japan,
Italy, France, the United Kingdom, and Germany—are
starting to make their own laws more forgiving in order
to promote entrepreneurialism and to fuel more active
economies. In some places, lawmakers believe that a
more forgiving bankruptcy system will save assets and
fuel economies that are not growing quickly. Deflationary
Japan is one example of a country attempting to use more
forgiving bankruptcy laws to create more borrowing and
more economic activity. Since most of these laws are quite
new, it is not yet clear whether these changes will help
promote small-business development. Sometimes, cultural
factors might also keep people from availing themselves
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of these new, more
forgiving laws.
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THE EcoNnomic RoLE OF CONSUMER DEBT

In addition to the debt Americans take on to start
businesses, they also use credit to buy consumer items
such as homes, cars, furniture, and clothing. Americans
use credit cards rather than cash more frequently than
people in other parts of the world. As a group, they
also buy more consumer goods, even more than people
living in other rich countries such as Japan and Canada.
Maintaining a high level of consumer spending is great
for the American economy, particularly when business
spending is down.

However, U.S. bankruptcy laws are not as forgiving
as they are for business for those individual consumers
who use credit extensively to buy consumer goods. As the
accompanying chart shows, there is a strong correlation
between consumer debt and financial failure, and
bankruptcy resulting from consumer spending.

Moreover, individuals who overextend themselves
financially on consumer goods will find it harder to
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Source: American Bankruptcy Institute.

discharge their debts. This is the result of a recent change
in U.S. consumer bankruptcy laws designed to reign in
consumer spending.

A FINAL WORD

Fueling an active economy in the United States can
be seen almost as a civic duty. Taking on credit risks to
start a business can provide great financial rewards. If
the business does well, the entrepreneur will flourish.
If it fails, the person will get a second chance. Taking
on extensive consumer debt carries the same risks with
almost none of the rewards. m

The opinions expressed in this article do not necessarily reflect the views or
policies of the U.S. government.
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SO YOU WANT TO START YOUR OWN
SMALL BUSINESS

Phil Holland

Anyone thinking about starting a small business should
[first consider his or her temperament, experience, and
knowledge, as well as the most crucial decision to be made
—what kind of specialized product or service to sell. After
defining the market, the entrepreneur should write a
business plan, fulfill all legal obligations for doing business,
and find some start-up money. Starting out part time with

a small investment is not a bad idea.

Phil Holland, founder of Yum Yum Donut Shops Inc., is
chairman of My Own Business Inc., which offers online
a free course of instruction for small-business owners and

aspiring entrepreneurs at Www. myownbmz’nex&.org.

wning and operating a successful business can be

a very satisfying way to earn a living and, at the

same time, become financially self-reliant. But
before starting, one should take careful measure of some of
the factors that can nurture success and minimize failure.
People who are successful at operating businesses of their
own normally will score high marks on the following
attributes:

* possessing a strong desire to be self-reliang

* enjoying and gaining satisfaction from operating the
business;

* focusing on a specialized service or product that fills
an ongoing need;

* possessing previous hands-on experience in the
business;

* possessing a basic knowledge of accounting and cash
flow control.

There are some important advantages in starting a
business on a part-time basis before quitting your present
job. During the early and uncertain phase of start-up, your
present job can continue to provide income and benefits.
Perhaps family members, already a built-in organization
structure, can help run the business while you are at your

job. And your children can learn about the challenge and
benefits of being in business.

DEFINING YOUR MARKET

Defining the market is the single most important
decision to be made by anyone starting a business. Most
businesses do best when serving a specialized market.

For example, in the United States the most successful
fast-food chains market a very limited line of products,
such as ice cream, doughnuts, chicken, or hamburgers.
Fast-food restaurants that atccempt to be good at a widely
assorted menu often fall by the wayside. Seek out a single,
specialized need and fill it exceptionally well. I would also
recommend that you not tackle a market that may be too
challenging. It is better to identify a more modest business
opportunity than a higher risk one, better to jump the
smaller hurdle than the larger one.

It is a good idea to avoid markets that deal in
commodities. In a commodity market, you must compete
entirely on the price of your product, and you must
have the lowest cost to survive. If you live in a country
where labor costs are low, you may find opportunities to
export your product to countries where labor costs are
significantly higher. On the other hand, if your product
is made in a high-labor-cost country, you take the risk
that someone somewhere will gain a cost advantage over
you and become a serious threat to your business. In this
case, you might want to consider contracting out your
production to a supplier in another part of the world that
has lower costs.

Many small retailers are no longer in business because
huge stores such as Wal-Mart provide more choices
of goods to the customer and often at cheaper prices.
Businesses that market services tend to have more “pricing
power” than businesses marketing goods. Pricing power
is the ability to lessen the threat of losing your market
because a competitor can command greater customer
loyalty. In a service type of business, whether it is tool
rental or house painting, your customers usually will
be more willing to pay a fair price for dependable
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THE BIGGEST MISTAKES PEOPLE MAKE IN
STARTING A BUSINESS

e The single biggest mistake that people make is not picking
the right business. Take your time. What is said about real
estate— ‘There is no such thing as the last great location”—
also applies to business: There is no such thing as the last
great opportunity. If there is a business for which you have
special insights that will give you a competitive advantage, it
would be a mistake not to include it at the top of your list of
businesses to evaluate for yourself.

* Don't depend entirely on outside resources to furnish the
money to start a business. The first resource should be your
own personal savings; if you haven’t started already, start
now to begin saving cash. And when you do ask someone
for money, be prepared to provide a comprehensive business
plan that includes your source and schedule for repayment.

* Many entrepreneurs rush into a business prematurely. If
you are working in a job, don't quit your job until you are
fully qualified and prepared in every respect to start your
business full time. Or perhaps better still, start your business
part time without quitting your job.

* Many start-ups make the mistake of not seeking advice
from others. People like to talk about their businesses—don’t
be afraid to ask questions. Gain the advantage of learning
what the worst problems are based on the experience of
those who have been there.

e It is a mistake not to have a lawyer when signing a lease, a
partnership agreement, a franchise agreement, or any other
important document. Remember that when you agree to a
five-year lease for $1,000 per month, you incur a liability of
$60,000.

* Would you engage in a sport without knowing how to
keep score? Think about how big a mistake it woul