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Dear Mr. President:

The Office of Advocacy of the U.S. Small Business Administration
is pleased to present The Small Business Economy: A Report to the
President. In 2004, the overall economic indicators improved as
the recovery gained momentum, and small businesses led the way.
Continued strong growth requires an environment that fosters
ongoing small business activity.

Small businesses were active in the economy of 2004, which was
characterized by stable prices and healthy increases in output, pro-
ductivity, and private sector employment. Financial market con-
ditions favored continued growth, and small business borrowing
increased. Small businesses also continued to benefit from federal

government acquisition of goods and services in 2004.

In March 2005, Economic Development Administration Assistant
Secretary David A. Sampson talked about the importance of small
business at the Office of Advocacy’s conference on Putting it
Together: The Role of Entrepreneurship in Economic Development.
He said, “Entrepreneurs are the engines of economic vitality and job
creation because they are committed to tapping in and leveraging
the power and the opportunities that private markets provide. We
need to increase the number of entrepreneurs and spread the spirit
of innovation and enterprise all across our country—even to regions
that are less vibrant than the rest of the country.”

This year’s report focuses a spotlight on the contributions and chal-
lenges of entrepreneurs in several demographic groups, namely
minorities and veterans. A review of literature by Robert Fairlie pulls
together the findings of a number of studies on minorities, including
African Americans, Asians, and Hispanics—their involvement in
entrepreneurship, including current trends, and the challenges that
stand in the way of even more impressive achievements.

A report on veteran business ownership draws together a wealth
of information from various studies on veteran business ownership



published by the Office of Advocacy. It also reports on the results
of a survey administered to a residential population of post-Korean
conflict veterans and to a population of veteran business owners
from all conflicts and peacetime periods.

Also featured is a report on federal and state agencies’ efforts to make
regulations less burdensome for small businesses. This year is the 25
anniversary of the enactment of the federal Regulatory Flexibility
Act of 1980 (RFA), and over its history, the Office of Advocacy has
worked diligently to monitor federal agency compliance with the law.
The Small Business Regulatory Enforcement Fairness Act, passed in
1996, strengthened its provisions, and your Executive Order 13272 of
August 2002 was crucial in fostering an environment in which agen-
cies take small firms into account when drafting new federal rules.
We continue to work to ensure that small business owners have a say
in the regulatory process. In fiscal year 2004, Advocacy’s involvement
resulted in more than $17 billion in regulatory cost savings and more

than $2 billion in recurring annual savings.

Small firms also face regulatory burdens at the state level. The Office
of Advocacy’s model legislation, developed in 2002, is designed to
encourage states to adopt regulatory flexibility laws. The initiative has
received a great deal of support from governors and state legislators,
resulting in the adoption of similar legislation or executive orders that

attempt to minimize regulatory burden on small business.

As the economy continues to improve, with an active and innova-
tive small business sector leading the way, we will continue to focus
on issues designed to create an environment where entrepreneur-
ship can flourish. Your administration’s leadership and support for

America’s dynamic small business sector continues to be critical.

Thomas M. Sullivan Chad Moutray
Chief Counsel for Advocacy Chief Economist
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Executive Summary

In this fourth edition of The Small Business Economy, the Office of Advocacy
reviews the economic environment for small businesses in the year 2004, as
well as the financial and federal procurement marketplaces. New research on
minority and veteran entrepreneurship are the subjects of Chapters 4 and 5.
Chapter 6 takes a new look at tax issues affecting small firms. In 2005, the
Office of Advocacy marks 25 years of working to improve the regulatory envi-
ronment for small businesses through the Regulatory Flexibility Act of 1980
and its subsequent improvements. Chapter 7 summarizes recent developments
in that arena, including Advocacy’s initiative to carry regulatory flexibility suc-
cesses to the state level. Chapter 8 examines the critical role of small businesses
in market-driven innovation. Appendices provide additional data on small
businesses and background information on the Regulatory Flexibility Act.

The economic recovery that began to emerge in 2003 continued apace in 2004.
Real gross domestic product increased at annual rates of 3.75 percent over the
course of the year. The labor market experienced moderate growth, as the econ-
omy added 1.3 million net new nonfarm private jobs. The estimated number of
new employer firms increased more rapidly than terminations, and the number
of self-employed also increased. Five quarters of available data, including data for
the first three quarters of 2004, indicated increases in establishments and employ-
ment from firm turnover, in contrast to the negative figures from the beginning

of 2001 to mid-2003.

Growth continued in the financial markets in 2004, as the economy continued
to expand. Spending by the household and business sectors increased, and the
core inflation rate remained moderate. Rates paid by small firms moved with

overall movements in interest rates, and net borrowing continued to increase



significantly. Federal borrowing declined slightly from the high of 2003, and
state and local governments returned to healthy budgetary conditions in 2004.
Most of the business borrowing was in the nonfinancial corporate business sec-
tor; noncorporate businesses increased borrowing, but at a moderate pace. The
number and value of the smallest loans under $100,000 declined, but at lower
rates than in the previous year. In the face of large banks’ increasing share of total
bank assets, their declining share of medium-sized loans warrants continued
attention from small business policymakers. Total business receivables by finance
companies increased moderately. The U.S. stock markets finished up slightly for
the year in a trend that was adequate to stimulate a very healthy market for initial
public offerings (IPOs). The overall IPO market was very active, with new 2004
issues valued at more than double the average levels of 2002-2003.

Small businesses benefited not only from federal acquisition of goods and ser-
vices from small firms in 2004, but also from changes that helped clarify the
federal procurement environment for small businesses. New subcontracting
regulations provided more and better guidance to large business subcontracting
with small businesses. Small business stakeholders were invited to participate
in the process of redesigning small business size standards. New regulations
governing the counting of procurement awards to small firms acquired by large
firms were issued. As part of an effort to provide greater transparency in federal
procurement, the fourth generation of the Federal Procurement Data System
was introduced. The Office of Advocacy also released a number of studies
related to the federal procurement marketplace in 2004.

Of the various ethnic and racial groups in the United States, White non-
Latinos and Asians have the highest self-employment rates. The likelihood
of business ownership among Latinos is roughly 60 percent of that for White
non-Latinos, and the African-American self-employment rate is roughly
40 percent of the White non-Latino rate. Business ownership rates among

women, which track somewhat differently from those of men by ethnicity or

race, show that self-employment for African-American women and Latinas,
while relatively low, increased steadily over the 19792003 period. Self-employ-
ment rates for Asian women remained roughly constant.

The research looks at causes for lower rates of minority business ownership,
as well as the literature on racial differences in business outcomes, and at
contracting set-asides. Overall, research finds that, among other things, low
levels of assets limit entry into business ownership and increase business exit
among minorities. Also, lower levels of family, business, and human capital
limit opportunities for African Americans and Latinos to start businesses.
The study finds that barriers to business entry and success for minority-owned

business may impose a large efficiency loss in the overall U.S. economy.

New data on veteran business ownership should help policymakers more accu-
rately respond to veterans’ concerns and needs. A residential survey conducted
during the summer of 2003 revealed that a significant 22.1 percent of veterans
in the household population were either purchasing or starting a new business
or considering doing so.

The effects of complexity and of uncertainty in complying with the tax code
have been examined extensively in the literature, usually separately. The
researchers here develop an argument that supports complexity having an
impact on uncertainty. The study reinforces the conclusion that policies that
promote ease of compliance while reducing uncertainty are more conducive to
economic growth and further supports the notion that a well understood and
predictable environment in which simple, stable rules are the norm is optimal
for small business success.



The Regulatory Flexibility Act (RFA), enacted in 1980, requires federal agen-
cies to determine the impact of their rules on small entities, consider alternatives
that minimize small entity impacts, and make their analyses available for public
comment. President Bush’s Executive Order 13272, signed in August 2002, gave

agencies new incentives to improve their compliance with the RFA.

Throughout 2004, the Office of Advocacy continued efforts to represent small
businesses before regulatory agencies, lawmakers, and policymakers. The office
worked closely with small entities and their representatives to identify and com-
ment on agency rules that would affect their interests. In fiscal year 2004, the
Office of Advocacy helped small businesses achieve more than $17 billion in

regulatory cost savings and more than $2 billion in recurring annual savings.

Moreover, the Office of Advocacy continued to pursue its initiative to work
with states to enact and implement similar state legislation for the benefit of
small businesses and other small entities struggling to keep up with the cumu-

lative burden of regulation at all levels of government.

Economist William Baumol explores why small businesses continue to make
a critical contribution to market economies’ growth and innovative accom-
plishments. There are important reasons for the basic division of labor between
the entrepreneurial search for radical innovations performed by small firms,
and the development and marketing of those innovations by larger firms. The
market prevents either group from a massive invasion of the other’s innovative
terrain, Baumol maintains.

The SMALL BUSINESS
ECONOMY

At the heart of the vital small business sector in the United States are the self-
employed and nonemployer businesses. Both segments remained strong as the
U.S. economy emerged from the downturn that marked the opening of the 21+
century. By the end of 2004, the recovering equity and labor markets moved
toward more stable footing.

The year 2004 saw stable prices and healthy increases in output, productiv-
ity, commercial and industrial lending, and private sector employment. Small
businesses also fared well, with declines in business bankruptcies and growth
in sole proprietorship income, and increases in the numbers of self-employed
and employer firms.

Entrepreneurship has long been implicit in the American Dream—the belief
that, given constitutional freedom, it is possible through hard work, courage,
and imagination to achieve financial security. The federal government too has
underscored the fundamental importance of entrepreneurship and small busi-
ness to a vibrant, growing, sustainable economy. The most recent edition of
The Economic Report of the President, for example, listed 12 variations on the

term “entrepreneur.”

On the economic side, small businesses employ about half of the private sec-
tor work force, produce about half of private sector output, fill niche markets,
innovate, and contribute to the competition in free markets. On the human
side, small businesses give individuals the chance to achieve their own versions
of the American Dream, and allow entry into employment by individuals and

demographic groups who might otherwise be shut out of the labor market.

1 Economic Report of the President, 2005, http://www.gpoaccess.gov/eop/.



Although the small business role in the economy tends to remain constant
over time, the status of various small business sectors and how they affect the
economy are subject to change, particularly around business cycles. Small busi-
nesses had large impacts on the economy as it continued to emerge from the
downturn in 2004.2

The complex task of gathering and analyzing statistics that accurately portray
the ever-changing small business sector has generated two important small
business data stories, covered here:

1. The distinctions between nonemployers and self-employment, and

2. The evolution in the data about jobs away from static counts to a

more nuanced documentation of the labor market’s dynamic churn.

The economy in 2004 continued the momentum of the trends in 2003 toward
solid growth in gross domestic product and productivity, a declining unem-
ployment rate, and restrained inflation (7uable 1.1). The recent positive eco-
nomic developments were in stark contrast to the negative economic trends
surrounding the 2001 downturn.

The two areas of the economy most acutely affected by the downturn, equity
markets and labor markets, turned the corner in 2004. The first signs of a
return to slow and steady increases in the equity markets appeared as the S&P
500 Index experienced a steady 4 percent climb. The NASDAQ had a slightly
bouncy ride to 6 percent growth in 2004.

The labor market also experienced moderate growth, as the economy added
1.3 million net new nonfarm private jobs in 2004.> Meanwhile, the unemploy-

ment rate continued to fall, hitting 5.4 percent by the end of the year.

2 While data showing the “silver bullet” of small business contributions to current economic conditions
do not exist, current information allows researchers to develop a picture of current small business
conditions.

3 This figure is based on the monthly average in 2003 versus 2004. Comparing December 2003 to
December 2004 results in an increase of 2.2 million.

Table 1.1 Quarterly Economic Measures, 2003-2004 (percent)

2003 2004

Qi Q2 Q3 Q4 Q1 Q2 Q3 Q4

Real GDP change (annual rates) 1.9 41 74 42 45 33 40 38
Unemployment rate 5.8 6.1 6.1 59 57 5.6 5.4 5.4
GDP price deflator (annual rates) 2.9 1.1 1.3 1.4 2.7 3.2 1.4 2.1

Productivity change (annual rates) 4.1 7.6 8.1 2.1 4.0 2.9 2.0 3.7
Establishment births -4.9 -0.3 -0.9 6.1 0.3 -1.7 32 NA

Establishment closures 1.5 -1.8 -3.0 1.3 19 0.6 4.5 NA

Source: U.S Small Business Administration, Office of Advocacy, from figures provided in Economic
Indicators by the U.S. Department of Commerce, Bureau of Economic Analysis, and the U.S. Department
of Labor, Bureau of Labor Statistics.

Although productivity was lower in 2004 than 2003, quarterly productivity
figures fluctuated within a comparatively smaller range in 2004. Productivity is
notoriously unpredictable in the business cycle, so its stability is another sign
of slow, steady growth in the economy.

Small businesses also fared well in 2004. It is estimated that employer firm
births outpaced employer terminations, and the number of the self-employed
increased. Small business finances also improved (7zb/e 1.2). Nonfarm propri-
etors’ income rose 6.9 percent in 2004, while costs were contained. Inflation
was up 2.7 percent; interest rates remained historically low; and wage costs, as
indicated by the wage and salary index, gained 2.4 percent.

Small businesses are overrepresented in business turnover; that is, they have
relatively high rates of establishment (business location) births and closures.*

4 Note that establishment births can be new firms, new locations for existing small businesses, or new
locations for existing large businesses. Establishment closures can be closed firms, closed locations of
existing small businesses, or closed locations of existing large businesses. A separate issue is data on
bankruptcies: Robert M. Lawless and Elizabeth Warren (“The Myth of the Disappearing Business
Bankruptcy,” California Law Review, June 2005) found data collection issues with the reported
business bankruptcies over time, but taking this into account should still result in a representative
one-year change.



Table 1.2 Business Measures, 2003-2004

Percent

2003 2004 change

Employer firms (nonfarm) e 5,679,000 e 5,683,700 0.1
Employer firm births e 553,500 e 580,900 5.0
Employer firm terminations e 572,300 e 576,200 0.7
Self-employment, nonincorporated 10,295,000 10,431,000 1.3
Self-employment, incorporated 5,000,000 5,200,000 4.0
Business bankruptcies 35,037 34,317 (2.1)

e estimate

Sources: U.S. Small Business Administration, Office of Advocacy, from data provided by the U.S.
Department of Commerce, Bureau of the Census; the U.S. Department of Labor; and Administrative
Office of the U.S. Courts.

For this reason, statistics on business turnover are an indicator of small busi-
ness contributions to the economy, and high levels of turnover are often cor-
related with high levels of overall economic growth. Five quarters of available
data, including data for the first three quarters of 2004, indicated net increases
in establishments and employment resulting from turnover, in contrast to the
negative figures seen for 2001 to mid-2003. Still, as of 2004, there was room
for expansion: the economy had not yet returned to the level of turnover seen
in the late 1990s. The peak quarterly level of establishment births and employ-

ment from births was in 1999.

Although data on business openings and closings provided by the U.S.
Department of Commerce, Bureau of the Census (U.S. Census Bureau)
(Appendix Table A.8), are not strictly comparable with data provided by the
U.S. Department of Labor, Bureau of Labor Statistics (BLS) (7able A.9), both
reflect considerable turnover in the course of a year. Many businesses seem to
have a seasonal component, closing and then reopening within the same year.

Demographics

Because demographic characteristics are descriptions of an owner in an occu-
pation rather descriptions of the business, the appropriate data for tracking
current demographic levels and trends are statistics on self-employment.’ Self-
employment data are available from the joint U.S. Census Bureau and BLS
Current Population Survey (CPS). BLS publishes information on individu-
als whose primary occupation is unincorporated self-employment, but makes
microdata available for other definitions. The tax status chosen by the owner is
not relevant for this analysis, so the incorporated self-employed are included,;

the combined figures are in Table A.10.6

From 1995 to 2003, self-employment increased by 8.2 percent, or 1.1 million,
to a total of 15 million self-employed people. Women represented half of the

increase; their share of self-employment was up from 33.1 to 34.2 percent.

Following population trends, Hispanic individuals and Asians / American
Indians had significant increases in self-employment from 1995 to 2003: 65.8
percent and 38.4 percent, respectively. African American self-employment also
rose, by 20.3 percent over the period. These gains were significantly higher
than the 4.8 percent increase in White self-employment.

The rate of self-employment among White Americans remained the highest
among all the race and ethnic categories, and they constituted 54 percent of
the 1.1 million increase.

Other demographic characteristics of the self-employed tracked the demo-
graphic shifts of recent years. Self-employment was up in the suburbs, among
older individuals, and the college-educated. Also following population trends,
the number of veterans whose occupation was self-employment fell sharply

from 1995 to 2003.

5 The U.S. Census Bureau conducts an Economic Census in years ending in 2 and 7, which is useful in
matching up owner demographics with business characteristics (for example, size of business). However,
the delay in the availability of Economic Census data, and its continually changing data specifica-
tions, make trend analysis difficult. Fortunately, the 2002 Economic Census, unlike the 1997 Economic
Census, will include business characteristics under the Survey of Business Owners program.

6 Appendix Table A.10 relies upon the longest occupation over the year from the CPS Annual
Demographic Supplement, while Table A.1 relies upon BLS unincorporated self-employment data
for the primary occupation.



Although the increases in self-employment overall were higher around the
downturn of the early 2000s, self-employment in demographic categories other
than Whites and males grew more steadily over the 1995-2003 time frame.

Self-employment rates were higher than average among veterans, the dis-
abled, older individuals, those with higher formal education, and residents of

rural areas.

Overall, the relatively level aggregate self-employment rate trends in recent
years hide the interesting trends among different demographic groups.

What statistics are best used to measure the small business universe and what
exactly do these statistics describe? Two measures commonly used—and con-
fused—are self-employment and businesses without employees, or nonem-
ployers. Data on self-employment and nonemployer businesses are similar, but

different in important ways.

Self-employment data track an occupation and an owner. The tax status of the
venture can be unincorporated (generally sole proprietors filing Schedule Cs
with their personal tax returns) or incorporated.

Nonemployers are business ventures without employees and payroll. They can
also be unincorporated or incorporated, although incorporated nonemployers
are rare, as the owner is considered an employee of the venture and would have
to avoid payroll to be considered a nonemployer.

Self-employment data are generally available from the U.S. Census Bureau’s
Current Population Survey (CPS), prepared with funding from BLS.” The
data are available monthly with a time lag of only a few months and annually
via the CPS Annual Demographic Survey. Individuals are asked to self-iden-
tify their employment status as out of the labor force, unemployed, wage work,
or self-employment.

7 Limited self-employment data are also available through the U.S. Social Security Administration.
See http://www.ssa.gov/policy/data_sub125.html.

10

BLS publishes figures on agriculture and nonagricultural businesses, men
and women whose primary occupation is self-employment, and unincorpo-
rated businesses. Figures in tables are generally listed under the classification
of “class of worker.” Microdata from the CPS containing many variables are
made available by the Census Bureau so researchers can produce customized
cross-tabulations or use the data for economic models.?

The CPS and BLS published figures are most likely underrepresenting the
number of self-employed.” The CPS question on which the data are based
does not ask whether the respondent plans to file Internal Revenue Service
personal tax forms using a Schedule C to declare sole proprietorship income,
or corporate business forms. Individuals may not recognize having business
income as self-employment activity. This may be particularly true of individu-
als in specific occupations such as sales and real estate agents, who often work
for one organization, but are paid as sole proprietors.” And BLS published
figures underrepresent the number of self-employed, as they tend to exclude
individuals whose secondary occupation is self-employment. For 2004, the
CPS showed 486,500 individuals with a secondary occupation as self-employ-

ment whose primary occupation was not self-employment.

Considering that the labor force has been growing over time, that self-employ-
ment peaks in the summer months, and that data have limitations, researchers
tend to use seasonally adjusted self-employment rates as measures of entrepre-
neurial activity. Self-employment rates could definitely be considered a weak
entrepreneurial indicator, as they do not capture overall entrepreneurial inten-
sity; for example, fewer self-employed individuals could have higher sales than

more self-employed individuals.

The nonemployer database is the universe of businesses without employees

composed primarily of sole proprietors (about 87 percent). Aggregate tables

8 See http://dataferrett.census.gov/TheDataWeb/index.html. Examples of using the CPS to create
self-employment data that include incorporated self-employment can be found in Table A.10 of the
Appendix and in the Office of Advocacy-funded, Self~Employed Business Ownership: 1979-2003, by
Robert Fairlie (http://www.sba.gov/advo/research/rs243tot.pdf).

9 However, there is no reason to believe that this underrepresentation changes over time, allowing
an accurate capturing of trends using historical figures.

10 For example, while primary occupation self-employment rates of 41 percent for real estate agents
and 27 percent for insurance sales agents are higher than average, they are most likely understated.

1"



are available from the U.S. Census Bureau."! The nonemployer database has
been published annually and has about six years of data available with a time
lag of about 2.5 years. Available cross tabulations exist by location, and indus-
try and receipts data are also available.”> The Census Bureau restricts the non-
employer universe with some basic editing, and, with a few exceptions, limits

the universe to businesses with no payroll but with annual receipts between

$1,000 and $1 million.!

Because most business ventures are unincorporated one-person operations, data
on self-employment and nonemployers overlap significantly. But owners can have
more than one business, a business can have more than one owner and owners
can have payroll. BLS, which generally focuses on unincorporated self-employ-
ment as a primary occupation, reports about 10 million in the self-employment
database, while the nonemployer database has a level of about 17 million.™

Overall, nonemployer figures are very useful for determining the number of
businesses in an industry or area, while self-employment data are very useful
for describing owner demographics and current and historical trends for very
small ventures. It is interesting to note that in recent years, nonemployer counts
have been rising above self-employment counts, implying that more individu-
als are involved in personal business activity, while fewer view the activity as

self-employment.

11  See http://www.census.gov/epcd/nonemployer/index.html.

12 Note that preliminary work at the U.S. Census Bureau is under way to link the annual nonem-
ployer files to create longitudinal data, so that entry, exit, age, and growth can be tracked. Individuals
associated with the work include Richard Boden, Alfred Nucci, Steven Davis, John Haltiwanger,
Ron Jarmin, CJ. Krizan, and Javier Miranda. The Office of Advocacy contribution was to sup-
port Richard Boden, on sabbatical from the University of Toledo, in his preliminary work at the
Census Bureau.

13 See http://www.census.gov/epcd/nonemployer/view/covmeth.htm.

14  Possible reasons for the large discrepancy in the figures include the self-employed excluding incor-
porated ventures, some self-employed having employees, a large number of self-employed ventures
as a secondary occupation, and some unique occupations such as sales and real estate agents that file
as sole proprietors, but when asked their occupation in the CPS, respond yes to wage work and no
to self-employment. Also, the turnover of ventures is captured differently; self-employment figures
tend to be monthly averages, while nonemployer figures are the number that existed at any point over
the year. Self-employment and nonemployers measure different concepts, so reconciliation of the
databases may not be a realistic endeavor.

12

Data on job creation, retention, and loss help define small businesses’ role and
status in the economy and are therefore important to those trying to analyze
the small business market. Data from the U.S. Census Bureau’s Statistics of
U.S. Business (SUSB) show firm size employment levels. Tracking establish-
ments of firms over time with the SUSB data shows the dynamic nature of job
turnover (creation and destruction) with respect to firm size. Over the years,
statistics have shown that small businesses play an important role in business
starts and stops and in job creation and destruction, but the data often lack the
timeliness that would make them useful for policy analysis. More current data
for the entire economy showing both business and job turnover are needed for
an understanding of the small business market. These data are just becoming
available.

A true understanding of the labor market involves the art of evaluating many
indicators. Researchers are moving beyond earlier controversies about which
federal government data set—the household survey or the payroll survey—best
describes the economy.’ Relying upon just the payroll or household survey
can give a less than balanced view of the labor market. Moreover, both the
household and payroll surveys offer static views of the economy—snapshots
of a point in time, rather than the moving picture of ongoing dynamic change

associated with employment gains and losses.

The Bureau of Labor Statistics has two relatively new data sources that show
job turnover and are relevant to an understanding of the small business job

market. They are the Job Openings and Labor Turnover Survey (JOLTS) and
Business Employment Dynamics (BED).

Since 2001, JOLTS has provided monthly figures on job openings, hires and
separations (quits and layoffs) by industry. These data allow analysts to better
understand where aggregate job gains or losses come from. But with only a
tew years of data available, comparing the downturn of 2001 with previous

downturns is still not possible.

15 To determine the ranks of the employed and other information, BLS surveys businesses with payrolls
(the payroll survey) and as part of the Current Population Survey, a joint BLS and Census venture,
Census surveys individuals (the household survey).

13



BED has also been available only in the last few years, but BLS did create
quarterly estimates going back to mid-1992. The data have so far shown that
the domain of small businesses—establishment births and closures—is consis-
tently at a high level. The high numbers of both business starts and closures
means that net gains or losses in the numbers of both firms and jobs tend to

be relatively small.

It is interesting to note that the downturn in 2001 was associated more with
a decline in business births than with an increase in closures. Thus, the net
increase in establishments and employment from establishment turnover was
more related to the decline in establishment closures than to the small increase

in business starts.

Signs of positive developments in 2004 point to positive future trends.
Continued expansion is in the sights of an increasing number of small business
owners. By the end of 2004, the National Federation of Independent Business’
small business survey found a growing percentage of owners felt that the next

three months would be a good time to expand.'®

16 See NFIB’s Small Business Economic Trends at http://www.nfib.com/page/researchFoundation.
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SMALL BUSINESS
FINANCING 77z 2004

Entrepreneurs looking for financing for their businesses generally benefited
from the continued recovery in the economy and the relatively abundant sup-
ply of credit in 2004. Borrowing in the financial markets continued to show
significant increases in 2004, dominated by household, government, and cor-

porate borrowing. Small business borrowing also increased moderately.

Equity capital markets also benefited from the recovery, especially in larger
later-stage financing; small initial public offerings remained limited. Equity
tunding was difficult to find for early-stage companies. Angel investors con-
tinued to be important in providing funding for early-stage entrepreneurs

in 2004.

The pace of economic expansion continued in 2004 as real gross domes-
tic product (GDP) grew 3.75 percent after strong growth of 4.5 percent in
the previous year. Continued robust spending by the household sector was
accompanied by notable increases in capital spending by businesses. While a
substantial rise in oil prices caused a drag on overall economic activity, eco-
nomic growth remained solid, and the core inflation rate remained moderate.
Moreover, a relatively stimulative fiscal policy accompanied by an accommo-
dative monetary policy, at least during the first quarter of 2004, provided a
favorable environment for steady growth in 2004.

Financial market conditions continued to favor stable growth in economic
activity in 2004. Long-term rates remained stable even as the Federal Reserve
Board (FRB) removed “accommodation” from its policy instructions in January,
prompting overall rate increases, especially in short-term rates. In fact, long-
term rates ended the year not much higher than at the year’s beginning. Short-
term rates continued to edge up throughout the year, especially after the FRB
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initiated steps to raise the federal fund targets after the June meeting of the
Federal Open Market Committee (FOMC).

Interest Rate Movements

After a year of robust recovery in economic activity, with more than 4 percent
growth in GDP, the FRB decided to move away from the “accommodating”
stance in monetary policy in January 2004. However, steps to raise the target
rates for federal funds, the policy variable in the conduct of monetary policy,
were not undertaken until the June FOMC meeting. The target rates have
been raised steadily at every FOMC meeting since, and by the end of 2004
reached 2.25 percent, up from 1 percent at the beginning of the year. Prime
rates, the index rates for most variable-rate loans, moved up from 4 percent
during the first half of 2004 to end the year at 5.25 percent. The movement in
long-term rates, determined primarily by the supply of and demand for loan-
able funds in the financial markets, remained nearly unchanged through the
year. AAA corporate bond rates moved to above 6 percent during spring 2004
in response to strong demand and in anticipation of rising federal funds rates.
However, as the strength of economic growth slowed and remained moderate,

corporate rates declined to 5.4 percent.

Overall, interest rates paid by small firms moved, with a time lag, with the
overall movements in interest rates in the capital and credit markets. The
prime rate is the “base” rate for most small business loans, serving either as
the index for rate adjustments in existing loans or as the “base” for a premium
add-on on fixed-rate loans. As the prime rate rose from 4.0 percent to 5.14
percent by the end of 2004," rates for adjustable-rate loans paid by small busi-
ness owners also grew steadily over the last two quarters of 2004. For example,
the rates for 2- to 30-day adjustable-rate loans of $100,000 to under $500,000
rose from 3.79 percent in the fourth quarter of 2003 to 4.69 percent in the
tourth quarter of 2004. Fixed-rate term loans (one year or longer in maturity),

however, were a mixed bag: rates for medium-sized small business loans of

1 The role the prime rate plays in the interest costs paid by small firms is rather complex. Since most
business loans are made as variable-rate loans and the spreads (over the index rate) charged by the
lenders vary widely, changes in the prime rates become more of an indicator of the change in the
interest costs of “existing” loans rather than an indication of costs of borrowing to existing borrowers.
In fact, with average margins (over prime) of 2 to 3 percent for most loans to small firms, the rates

they paid during 2003 would be 6 to 7 percent.
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$100,000 to $500,000 remained unchanged, while those for larger small busi-
ness loans of $500,000 to under $1 million moved up (7able 2.1). Overall, rates
for the smallest loans under $100,000 saw the least upward movement, partly
because they reflect two different types of loans: very small loans for smaller
businesses and “loans” related to small business credit cards. Rates for small

business credit card account balances are more difficult to interpret.?

Uses of Funds by Major Nonfinancial Sectors
in the Capital Markets

Net borrowing in the financial markets by the nonfinancial sectors continued
to increase significantly—by 15 percent, from $1,662 billion in 2003 to $1,916
billion in 2004—only slightly less than the 22 percent increase from 2002 to
2003. The increased borrowing can be attributed to continued strong borrow-
ing by the federal government, further increases in borrowing by the heavily
indebted household sector, and a further recovery in borrowing by the business
sector, especially by corporate businesses (7uble 2.2).

Borrowing by the Federal Government and
by State and Local Governments

Borrowing by the federal government totaled $363 billion in 2004, slightly less
than the historic high of $396 billion in 2003, and contributed to the ongoing
high budget deficit (7uble 2.2).

Fiscal restraint in 2002 and 2003, accompanied by continued recovery in the
U.S. economy, enabled state and local governments to return to healthy bud-
getary conditions in 2004. Increases in receipts and expenditures kept pace
with each other, resulting in an overall state budgetary balance that began after
the second half of 2003. To take advantage of low interest rates, state and local
governments continued borrowing in the financial markets for capital construc-

tion projects. The 2004 level of borrowing by state and local governments—at
$115 billion—remained at about the 2003 level ($118 billion) (7able 2.2).3

2 Several rates are involved—the promotion rates, rates for account transfers, rate adjustments that may
or may not be linked to an index rate after the promotion period, and “penalty” rates when an account
is found to be in less than top credit status.

3 See Federal Reserve Bank of St. Louis, “Government revenues, spending, and debt,” National
Economic Trends, August 2003, 16.
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Table. 2.1 Loan Rates Charged by Banks by Loan Size,

February 2003—November 2004

Loan size Fixed-rate Variable-rate loans  Variable-rate loans
(thousands of dollars) term loans (2-30 days) (31-365 days)
November 1-99 6.76 4.52 6.53
2o 100-499 6.21 469 575
500-999 4.80 4.41 5.08
Minimum-risk loans 4.42 2.62 2.96
August 1-99 6.71 4.59 6.25
2004 100-499 5.81 406 5.06
500-999 4.54 3.99 4.45
Minimum-risk loans 5.52 2.07 3.33
May 1-99 6.49 4.21 6.05
200 100-499 577 373 490
500999 5.24 3.50 3.62
Minimum-risk loans 5.42 1.67 2.54
February 1-99 6.80 4.29 6.05
2004 100-499 5.31 376 458
500-999 3.73 3.41 4.81
Minimum-risk loans 5.50 1.59 1.81
November 1-99 6.53 4.27 6.11
2008 100-499 5.68 3.79 5.03
500-999 4.99 3.22 3.94
Minimum-risk loans 5.50 1.59 1.81
August 1-99 6.68 4.15 6.34
2003 100-499 6.01 3.49 474
500-999 5.67 3.69 3.97
Minimum-risk loans 4.85 1.58 2.33
May 1-99 6.84 4.78 6.49
2008 100-499 6.13 3.92 556
500-999 5.83 3.34 4.21
Minimume-risk loans 5.62 1.87 2.41
February 1-99 6.8 4.29 6.05
2003 100-499 5.31 3.76 458
500-999 3.73 3.41 4.81
Minimum-risk loans 4.08 2.64 2.40

Note: Small loans refer to loans under $100,000.

Source: Board of Governors of the Federal Reserve System, Survey of Terms of Lending, Statistical
Release E.2, various issues, and special tabulations prepared by the Federal Reserve Board for the
U.S. Small Business Administration, Office of Advocacy.
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Table 2.2 Credit Market Borrowing by the Nonfinancial Sector, 1989-2004 (billions of dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1989

Total domestic
borrowing

1,0419 1,026.6 836.60 1,1153 13156 1,661.7 1916.4

731.4 804.7

712.0

720.3 669.4 4806 5445 5894 5752

Government

156569 1444 1450 231 -52.6 -71.2  -295.9 -5.6 257.6 396.0 362.6

155.9

304 256.1

278.2

146.4

Federal

46.6 81.6 31 747 -46.2 -515 -6.8  56.1 67.7 38.5 15.5 105.8 143.9 117.8 115.4

246.9

State and local

Business

2.6 4.4 2.9 4.8 6.2 8.0 55 10.9 10.5 7.8 7.7 12.3

1.3

2.1

1.0

0.6

Farm

Nonfarm
noncorporate

814 947 159.7 189.4 197.1 162.7 148.5 156.1 168.2

30.6

3.3

3.2

-16

-11.0

1.1

69.6

Nonfinancial
corporate

371.6 350.5 221.2 27.7 144.7 240.1

408.4

148.8 2911

142.3 2437

110.0 -53.0 427 455

183.2

566.5 5585 3944 184  308.6 4205

277.2 2350 3920 576.1

1121 -619 280 513 150.0

253.4

Total

620.7 730.2 839.4 1,017.9

558.6

492.8

450.8

160.7 2059 316.3 350.3 358.1 3327

182.7

269.5 263.7

Households

Foreign

borrowing in the
United States

23.9 148 237 698 -139 711 884 718 31.2 13.0 57 -49.7 5.6 -15.7 64.7

1

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts, Second Quarter 2003: Flows and Outstandings, May 2004.
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Borrowing by the Household Sector

Among nonfinancial sectors, households remained the dominant borrowers,
accounting for more than 50 percent of total net borrowing in the U.S. finan-
cial markets. Total 2004 household borrowing grew by 21 percent, to $1,018
billion from $839 billion in 2003 (7uble 2.2). A booming housing market was
sustained by continued low mortgage rates. Increased household wealth tied
to rising housing prices encouraged household borrowing to finance spending,

and resulted in very low personal savings rates.

Business Borrowing

Borrowing by nonfinancial businesses increased from $309 billion in 2003 to
$421 billion in 2004. Most of the increase is a result of increased borrowing
by nonfinancial corporate businesses, whose borrowing had grown from the
depressed 2002 level, an annual rate of $28 billion, to $145 billions in 2003.
With growing optimism in the U.S. economy in 2004, evidenced by continued
healthy growth in the economy and substantially improved corporate earnings
and cash flow, borrowing by this sector increased further in 2004, to $240
billion. The increases were moderate compared with corporate borrowing in
the 1998 to 2000 period, when the annual rate of net borrowing averaged
about $377 billion (7able 2.2). Most of the growth came from borrowing in
the public corporate bond and commercial paper markets (7ables 2.2 and 2.3).
Borrowing from banks resumed to finance increased merger and acquisition

activity and inventory financing.

Net borrowing by nonfarm, noncorporate businesses also increased, although
only moderately—from $156 billion in 2003 to $168 billion in 2004, a 7.7
percent increase. Net income for the nonfarm, noncorporate sector increased
by 8.7 percent, from $871 billion to $947 billion. Increased cash flow comple-
mented the borrowing to finance increases in capital expenditures and inven-
tory accumulation (7ables 2.2 and 2.4).
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Table 2.3 Major Sources and Uses of Funds by Nonfarm, Nonfinancial Corporate Businesses, 1989-2004 (billions of dollars)

2002 2003 2004

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

1989

422 309.8 323.3 3969 4884

460.1  456.7

494.5

236.5 2365 217.1 256.7 3074 3919 437.7 458.8

Before-tax profit

Domestic

26.9

6.1

20.5 83 337 559 106.0 1117 1083 120.2 65.1 63.2 26 -451 -182 -

32.2

undistributed profit

Depreciation with inven-

6152 6889 7452 787.3 8459

570.6  598.1

548.2

349.3 3543 3643 373.7 384.4 4186 430.7 504.2

tory valuation adjustment

Total internal funds,
on book basis

631.8 6324 7282 7981 9111

635.7 660.4

659.9

384.8 3779 3726 407.3 4403 5245 5424 6125

616.0 9876 12374 952 1111 2733 351.8

161.3 2179 2416 3908 3985 2835

1835 671

347.4

Net increase in liability

Funds raised

27.7 1447 2401

3505 221.2

455 1341 2186 1488 2919 4084 3716

42.7

-55.1

110

183.2

in credit markets

-63 18.3 27 213 -449 -583 -695 -1144 -2155 -1104 -1182 -474 -416 -57.8 -210

-124.2

Net new equity issues

928.6 8025 762.6 769.6 9004

826.5 866.7

760.2

382 4452 5111 567.7 684.7

399.4 3945 3719

Capital expenditures

172.1

394 2143

82.4

438 -11.1 -46.1 -17.7  -28.2

42.7

41.7

-89 1241

62.7

-68.3

-113.9

Net financial investment

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts.
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Table 2.4 Major Sources and Uses of Funds by Nonfarm, Noncorporate Businesses, 1989-2004 (billions of dollars)

N
N

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1989

870.9 947.4

824.1

4739 4953 534.2 569.7 6099 6565 7106 767.3 819.9

441

407.0 4349 464.1

Net income

80.6 67.5 829 844 647 564 1108 1185 1250 148.7 168.7 1493 1513 159.3 166.8

77.0

Gross investment

Fixed capital

163.6 175.5 201.0

195.5

1858 2153

106.4 911 96.8 935 946 99.2 109.6 1188 123.9

118.0

expenditures

3.6 35 2.9 -1.8 0.6 -0.1 2.3

3.0

0.3 -0.1 0.1 1.3 25 1.9

1.6

Changes in inventories

Net financial

-26.1  -235 -141 -105 -325 -447 0 -3.3 25 -406 -495 -446 -129 -159 -36.4

-42.6

investments

Net increase in

138 -150 -16.4 3.2 33 239 814 947 1597 189.4 1971 1627 1485 156.1 168.2

61.1

credit market debt

4.1 99 -151 -1.5 -138 -22 509 477 1177 1351 1375 1212 121.0 160.8 146.8

56.1

Mortgages

Net investment
by proprietors

20.3 18.5 28.6 269 618 519 -181 -551 -648 -823 -472 -172 -1023 -96.3 -55.9

-28.1

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts, Flows and Outstandings.

Because data on bank lending to small businesses are available only for the
period ending in June 2004, the discussion of small business lending activities
by commercial banks will cover the June 2003 to June 2004 period, with flow
data from available Community Reinvestment Act (CRA) statistics covering

the year 2003.

Borrowing from banks continued to recover, increasing moderately. This trend
was confirmed in the February 2005 edition of the Federal Reserve Board’s
Senior Loan Officer Survey. The February edition covers the three months
before the survey, which is conducted in January. The report noted that most
banks continued to ease or maintain easy lending terms and reduced rate mar-
gins. It also reported rising demand for commercial and industrial (C&I) and
real estate loans in 2004.* With continued improvement in loan quality and still
favorable, although slightly narrower, interest margins, net operating income
tor domestic chartered banks reached a high of $104.7 billion, compared with
$102.6 billion in 2003.°

Lending to Small Businesses by Commercial Banks

Overall, small business lending by commercial banks showed moderate
increases in the June 2003 to June 2004 period compared with the June 2002
to June 2003 period. The rate of growth in the dollar amounts of loans out-
standing for all small business loans (defined here as loans under $1 million)
increased 5.5 percent, from $495 billion in June 2003 to $522 billion in June
2004, compared with 2.3 percent from June 2002 to June 2003 (7ables 2.5
and 2.6). The increase was comparable to the annual increases in borrowing
between June 2000 and June 2002. The increases were primarily in the larger
small business loans of $100,000 to $1 million. Medium-sized loans between
$100,000 and $250,000 and large small business loans between $250,000 and
$1 million increased 4.9 percent and 8.4 percent, respectively (7Tuable 2.7). The
number of these loans also increased 4.9 and 8.5 percent, respectively, during

4 Federal Reserve Board, “Senior Loan Officer Opinion Survey on Bank Lending Practices,” February
2005, 1.

5 Federal Deposit Insurance Corporation, “Quarterly Banking Profile,” Table III-A, on the agency’s
website at www2.fdic.gov/qbp/2004dec/qbp.pdf.
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Table 2.5 Dollar Amount and Number of Small Business Loans Outstanding,

June 2000 to June 2004 (dollars in billions, numbers in millions)

Percent change

Loan Size 2000 2001 2002 2003 2004 2003-2004

Under $100,000 Dollars 121.4 126.8 128.9 125.7 125.3 -0.31
Number 9.80 10.79 15.65 14.09 13.58 -3.64

Under $250,000 Dollars 209.4 218.4 225.0 224.0 228.4 1.96
Number 10.54 11.57 16.50 14.92 14.45 -3.16

Under $1 million Dollars 437.0 460.4 484.0 495.1 522.3 2.30
Number 11.17 12.25 17.24 15.67 15.26 -9.10

Total business

loans Dollars 1,300.3 1,3245 1,307.0 1,318.1 1,373.3 0.85

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United

States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports
of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M

University, College Station, Texas).

this period (Zuble 2.8). The value of total business loans also increased more
than in the previous year, from $1,318 billion to $1,373 billion, up 4.2 percent.
Corporate borrowing in loan sizes over $1 million resumed, but increased only
at lower rates than in the late 1990s because of competition from alternatives
available to corporate borrowers in the public credit markets, such as corporate

bonds and commercial paper.
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Table 2.6 Number and Amount of Business Loans Outstanding by Loan Size and Bank Size, June 2004

Over $1

All

Million

Under $1 million

$250,000—<$1 million

$100,000-<$250,000

Under $100,000

Amount
(billions
of dollars)

Amount
(billions
of dollars)

Amount Amount
(billions

Amount

Amount

(billions Number of (billions Number of

(billions Number of

Number of

loans of dollars) loans of dollars) loans of dollars)

of dollars)

loans

Bank Size

293.97 15,263,998 522.33 850.94 1,373.27

103.08 814,795

869,241

125.28

13,579,962

All banks

14.61 60,122 7.43 46,286 16.21 601,743 38.26 5.09 43.34

495,335

Under $100 million

194.09

131.62 62.47

2,084,239

73.39

197,586

28.50

237,119

29.72

1,649,534

$100 million-$500 million

82.98

42.51 40.47

1,402,959

69,784 25.60

8.95

74,331

7.96

1,258,844

$500 million-$1 billion

165,550 19.16 166,707 58.39 4,685,269 96.98 147.63 244.61

19.42

4,353,012

$1 billion-$10 billion

53.57 332,119 39.03 334,432 120.37 6,489,788 212.97 595.27 808.24

5,823,237

Over $10 billion

Share by bank size (percentage)

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

100.0

All banks

11.7 6.9 7.2 5.7 8.5 39 7.3 0.6 3.2

3.6

Under $100 million

23.7 27.3 27.7 24.2 25.0 13.7 25.2 7.3 141

12.1

$100 million-$500 million

6.4 8.6 8.7 8.6 8.7 9.2 8.1 4.8 6.0

9.3

$500 million-$1 billion

15.5 19.0 18.6 20.5 19.9 30.7 18.6 17.3 17.8

32.1

$1 billion-$10 billion

42.8 38.2 37.9 41.0 40.9 42.5 40.8 70.0 58.9

42.9

Over $10 billion

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United States, various issues, and special tabulations of the June
2004 call reports (Consolidated Reports of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M University, College

Station, Texas).
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Table 2.7 Change in the Dollar Amount of Business Loans by Loan Size,
June 1996-June 2004 (percent)

1997-  1998-  1999-  2000-  2001-  2002-  2003-
Loan size 1998! 19992 20002 2001 2002 2003 2004
<$100,000 3.0 25 6.7 4.4 1.7 -2.49 -0.31
$100,000-250,000 8.1 6.3 8.5 41 49 2.26 4.87
$250,000-$1 million 7.7 11.2 11.8 6.4 7.0 472 8.42
>$1 million 13.0 14.6 16.1 09 4.8 0 3.40

1 Changes for 1997-1998 were estimated based on revised estimates for Keycorp in 1997.

2 So that 1998-1999 trends could be shown, 1998 figures were revised to exclude the credit card
operation of Mountain West Financial, which was purchased by a nonbank financial intermediary
and thus excluded from 1999 data.

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).

Table 2.8. Change in the Number of Small Business Loans by Loan Size,
June 1996-June 2004 (percent)

1997- 1998- 1999- 2000 2001- 2002—- 2003-

Loan size 1998' 19992 20002 2001 2002 2003 2004

<$100,000 19.3 10.1 26.9 10.1 45.0 -9.96 -3.64
$100,000-$250,000 1.8 5.4 7.0 5.9 8.8 2,12 4.93
$250,000-$1 million 1.4 7.6 8.4 7.0 9.8 0.92 8.52

1 Changes for 1997-1998 were estimated based on revised estimates for Keycorp in 1997.

2 So that 1998-1999 trends could be shown, 1998 figures were revised to exclude the credit card
operation of Mountain West Financial, which was purchased by a nonbank financial intermediary
and thus excluded from 1999 data.

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).
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In the smallest loans under $100,000, statistics are difficult to interpret because
of continued efforts by major small business credit card issuers to consoli-
date their data reporting.® The number and the dollar amounts of loans under
$100,000 declined further, although at lower rates—by 0.31 percent in the
value of the loans and 3.6 percent in the number (Zables 2.7 and 2.8). While
the number of these smallest business loans outstanding declined from 14.1
million to 13.6 million and the value declined from $125.7 billion to $125.3
billion in June 2004, indications are that the declines are, again, an account-
ing phenomenon.” Moreover, it appears that most major small business credit
card lenders continued to promote small business credit cards and reported
continued increases in the number and dollar amounts of the smallest loans
in the CRA report for loan activities in 2003.% Statistics from the 2003 CRA
study indicated that the rates of increase in the number and dollar amounts of
loans made in 2003 were comparable for the smallest loans under $100,000
and medium-sized loans of $100,000 to under $1 million.’

Bank consolidations continued to affect the relative importance of banks of

different sizes in the small business loan markets. The number of commercial

6 Small business credit cards accounted for an increasingly important part of the category of the smallest
loans under $100,000, especially the number of these loans. See U.S. Small Business Administration,
Office of Advocacy, Small Business and Micro Business Lending in the United States, 2002 Edition at
www.sba.gov/advo/research/2002.html#sbl.

7 The numbers used in the analysis include adjustment in the statistics reported by American Express
Centurion Bank, one of the largest business card issuers, because American Express has transferred
most small business lending activities to a new federal savings bank since the beginning of 2004,
not reported in the call report database utilized in this study. Without adjustment, statistics from
the June 2004 call report showed an even larger decline. Continued efforts by banks such as BB&T
to consolidate credit card accounts held by employees under the same employer also contributed to

adjustments.

8 Moreover, one major credit card bank, Capital One, reported in the CRA report (under the Federal
Savings Bank file) large increases in the number and dollar amounts of loans made that are not
captured in the call report data for commercial banks in this study.

9 The numbers and dollar amounts of loans for the BHCs/ banks with assets identified in the call
reports were $80.3 billion in 5,711,993 loans from 998 banks in 2003 and $72.3 billion in 5,293,178
loans from 905 banks in 2002.
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banks filing call reports declined by 137 between June 2003 and June 2004.
Again, all of the decline came from the smallest banks with assets of less than

$100 million (7uble 2.9).1°

To provide a better picture of the changing banking structure and the changing
share of small business loans by banks and bank holding companies (BHC:s) of
different sizes, call report data are consolidated to produce Table 2.10.

Of a total of 6,423 U.S. BHCs and banks, the 72 largest (with assets over $10
billion) accounted for three-quarters of total domestic assets and about two-
thirds of total business loans in the United States. Because of their promotion
of small business credit cards, these very large BHCs/banks accounted for two-
thirds of the total number of accounts for the smallest loans (under $100,000)
and about 50 percent of the total amount of these loans outstanding.

These largest banks’ small share of medium-sized loans between $100,000 and
$1 million nevertheless indicates a potential problem in the small business loan
markets. While the share of total domestic assets held by giant BHCs/banks
increased from 69.7 percent to 75.3 percent between June 1999 and June 2004,
their share of the medium-sized small business markets declined from 46.8
percent to 45 percent of the dollar amount and from 46.5 percent to 44.6
percent of the number (7able 2.11). Their share of total business loans has also
declined, from 69.5 percent to 63.3 percent during this period. The develop-
ments observed over the past five years warrant continued attention by small

business policy makers.!!

10 Changes in the number of reporting banks could also be caused by the financial reporting consolida-
tion of several BHCs. While the number of banks declined, the number of banking offices, including
both offices and branches, continued to increase. See FDIC, Statistics on Banking, on the FDIC
website, www2.fdic.gov/SDI/SOB/.

11 See also studies conducted for the Office of Advocacy: PM Keypoint, The Effects of Mergers and
Acquisitions on Small Business Lending by Large Banks, A report submitted to the U.S. Small Business
Administration, Office of Advocacy, contract no. SBAHQ-02-Q-0024.; Craig, S and P. Hardee,
The Impact of Bank Consolidation on Small Business Credit Availability, a report submitted to the
U.S. Small Business Administration, contract.no. SBA HQ-01-R-0005; and Charles Ou, Banking
Consolidation and Small Business Lending—A Review of Recent Research OER working paper, Office
of Advocacy, 2005.

28

Table 2.9 Number of Reporting Banks by Asset Size, 1997-2004

Bank asset size 1997 1998 1999 2000 2001 2002 2003 2004

<$100 million 6,047 5644 5302 5034 4674 4369 4,022 3,815

$100 million-$500 million 2,590 2,656 2,683 2,751 2,777 2,839 2,990 3,059

$500 million-$1 billion 292 303 290 302 320 353 393 386
$1 billion-$10 billion 300 302 309 293 306 311 331 336
>$10 billion 64 61 75 79 76 77 79 82
Total 9,293 8966 8,659 8459 8,158 7949 7815 7,678

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).

Table 2.10 Shares of Assets and Business Loans Outstanding by Size
for All BHCs and Banks in the United States, by BHC/Bank Size, June 2004
(percent except first row)

Asset size of bank or BHC (as of June 30, 2004)

More $10 billion More $1 billion $500 Less All banks
than $50 to $50 than $10 to $10 millionto than $500 and
billion billion billion billion $1 billion million BHCs
Number of
banks/BHCs 22 50 72 300 345 5,706 6,423

Small business loans (less than $100,000)

Amount 34.27 15.45 49.72 13.08 6.12 31.08 100

Number 53.44 14.04 67.48 14.81 6.74 10.98 100
Small business loans ($100,000-$1 million)

Amount 28.83 16.16 45.00 19.96 8.24 26.80 100

Number 28.58 16.02 44.59 20.02 8.24 27.15 100
Total business loans

Amount 46.64 16.62 63.26 16.83 5.40 14.52 100
Total domestic assets

Amount 59.36 15.96 75.32 11.19 3.33 10.17 100

Source: U.S. Small Business Administration, Office of Advocacy, Small Business Lending in the United
States, various issues, and special tabulations of the June 2004 call reports (Consolidated Reports

of Condition and Income for U.S. Banks prepared for the Office of Advocacy by James Kolari, A&M
University, College Station, Texas).
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The market for business receivables served by finance companies recovered
slightly.'? Total business receivables outstanding for finance companies rose
moderately, by 3.1 percent. Large increases in receivables for vehicles offset
a small decline in receivables for equipment lending. The total asset value for
business receivables grew from $457.4 billion in 2003 to $471.9 billion by the
end of 2004 (Table 2.12).

After a significant rebound in 2003 from more than three years of major
declines, the U.S. stock markets consolidated and drifted downward for the
first nine months of 2004, surging to finish up slightly for the year as a result
of resumed optimism during the last three months. A consolidated market
with a slight upward trend was adequate to stimulate a very healthy market
for initial public offerings (IPOs), especially for larger public offerings. The
overall IPO market was very active, with 251 new issues valued at $48 billion
for 2004, compared with an average of $22 billion in 2002-2003. However,
investors’ enthusiasm for smaller companies, (those with assets before issu-
ance of $25 million or less) remained limited. While the number and dollar
amounts of IPOs for small companies rose, they remained below the lev-
els of 2000 and 2001, and considerably below the levels reached during the
small issue market peak of 1996-1999. (The overall IPO market peaked in
2000). Seven of the smallest IPOs (for companies with initial assets below
$10 million) were issued; the amount for these IPOs totaled $335 million.
There were 14 IPOs valued at $598 million for companies with assets under

$25 million (Table 2.13).

12 Statistics for the small business share of business receivables provided by finance companies are not
available. A recent study of the 1998 National Survey of Small Business Finances found that finance
companies accounted for 31 percent of total equipment and vehicle loans to small businesses in
1998. Their share of other markets—credit lines and commercial mortgages—was much smaller,
about 10 percent. See George Haynes, Finance Companies and Small Business Borrowers: Evidence
from the 1993 and 1998 Surveys of Small Business Finances, a report submitted to U.S. Small Business
Administration, Office of Advocacy, April 2005.
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Table 2.12 Business Loans Outstanding from Finance Companies,
December 31, 1980-December 31, 2004

Total receivables outstanding Annual change in

Billions of chain-type* price index
dollars Change for GDP (percent)
December 31, 2004 471.9 3.2 21
December 31, 2003 457.4 0.5 1.8
December 31, 2002 455.3 1.9 2.0
December 31, 2001 447.0 2.5 2.4
December 31, 2000 458.4 16.3 2.1
December 31, 1999 405.2 16.6 1.4
December 31, 1998 347.5 9.1 1.2
December 31, 1997 318.5 2.9 2.0
December 31, 1996 309.5 2.6 1.8
December 31, 1995 301.6 9.7 2.4
December 31, 1994 274.9 NA 25
December 31, 1993 294.6 2.3 2.3
December 31, 1992 301.3 1.9 2.5
December 31, 1991 295.8 0.9 2.6
December 31, 1990 293.6 14.6 3.4
December 31, 1989 256.0 9.1 4.6
December 31, 1988 234.6 13.9 3.9
December 31, 1987 206.0 19.7 4.0
December 31, 1986 1721 9.3 3.2
December 31, 1985 157.5 14.3 25
December 31, 1984 137.8 219 3.5
December 31, 1983 113.4 12.9 3.8
December 31, 1982 100.4 0 53
December 31, 1981 100.3 111 8.5
December 31, 1980 90.3

* Changes from the fourth quarter of the year before.

Source: Board of Governors of the Federal Reserve System, Federal Reserve Bulletin, Table 1.52
(or 1.51), various issues; U.S. Department of Commerce, Bureau of Economic Analysis, Business
Conditions Digest, various issues; and idem., Survey of Current Business, various issues.
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Table 2.13 Common Stock Initial Public Offerings by All
and Small Issuers, 1995-2004

Common stock

Number

Amount (millions of dollars)

Average size (millions of dollars)

Offerings by all issuers

2004 251 48,382.4 192.8
2003 86 16,116.6 187.4
2002 95 28,126.3 296.1
2001 99 37,526.0 379.1
2000 387 60,871.0 157.3
1999 512 63,017.4 123.1
1998 366 38,075.3 104.0
1997 623 45,785.0 735
1996 850 52,190.3 61.4
1995 570 32,786.1 57.5
Offerings by issuers with assets of $25 million or less

2004 14 598.4 42.7
2003 6 511.9 85.3
2002 10 410.4 41.0
2001 14 477.2 34.1
2000 56 3,323.9 59.4
1999 207 10,531.0 50.9
1998 128 4,513.7 5.3
1997 241 5,746.1 23.8
1996 422 10,642.0 25.2
1995 248 5,603.1 22.6

(continued, next page)
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Table 2.13 (continued)

Common stock

Number  Amount (millions of dollars)  Average size (millions of dollars)

Offerings by issuers with assets of $10 million or less

2004 7 335.0 47.9
2003 2 16.9 8.5
2002 4 150.9 37.7
2001 5 54.9 11.0
2000 13 407.2 31.3
1999 87 3,556.9 40.9
1998 62 2,208.0 35.6
1997 132 2,538.6 19.2
1996 268 5,474.4 20.4
1995 159 2,545.2 16.0
Note: Excludes closed end funds. Registered offerings data from the Securities and Exchange

Commission are no longer available; data provided by Securities Data Company are not as inclusive as
those registered with the SEC.

Source: Special tabulations prepared for the U.S. Small Business Administration, Office of Advocacy,
by Thomson Financial Securities Data, May 2005.

IPO

offerings by venture-backed companies improved significantly in 2004—

the number of venture-backed IPOs increased from 27 in 2003 to 83 in 2004
and the total amount increased from $1.9 billion to $8.4 billion."* The average

size of venture-backed TPOs was $102 million, the largest ever.™* Venture-

backed IPOs accounted for a significant share of total IPOs in 2004.%5

13

14

15

Total 2004 exits, including both venture-capital-backed initial public offerings (IPOs) and merger
and acquisition (M&A) activities totaled 416, 83 for IPOs and 333 for M&A deals. See National
Venture Capital Association, NVCA Yearbook 2005, 73 and 78.

National Venture Capital Association, NVCA Yearbook 2004, Arlington, Va., June 2004, 75-76.
A similar picture was observed for the alternative exit—private mergers and acquisitions, as was
discussed in the yearbook.

See NVCA Yearbook 2004, 73, Figure 6.02. However, the total number of all IPOs in the report, 191,
is much smaller than the number provided by Thomson Financial to the Office of Advocacy. See
Table 2.13 of this report.
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Venture Capital Funds

While investment in venture capital companies mirrored the recovery experi-
enced in the IPO markets, investment by venture capital companies showed a
more modest recovery. Total funds raised by venture capital firms increased
from $11.5 billion to $18.2 billion in 2004, while total disbursements increased
from $18.9 billion to $21.0 billion for 2,399 companies, 46 companies more
than in the previous year. First-round investment, however, remained low—
with an average amount of $4 billion in 2002-2004, compared with $5 billion
in 1996-1998. The number of invested companies averaged 800, compared
with 1,300 in the previous period. Again, while low in comparison with the
peaks of 1999-2001, the amounts of fund commitment and investment in port-
folio companies are comparable to the levels for 1998, when venture capital
activities surged ahead after more than 10 years of activity at about $3 billion to
$5 billion. Total capital under management increased slightly to $267 billion by
the end of 2004 (7able 2.14). Investment in small business portfolio companies
by small business investment companies (SBICs) increased in FY 2004, again
only modestly (7able 2.15). Total financing provided by SBICs amounted to
$2.84 billion, a moderate increase from $2.47 billion in FY 2003. The number
of financings decreased from 4,833, an extremely high level, in FY 2003 to
4,462 in FY 2004. The amount of first-round or initial investment, again, was
larger than the amount of follow-on investment, $1,706 million compared with
$1,131 million.® Investment by specialized SBICs (301d companies or
SSBICs) remained very small.

16 In contrast to investment by venture capital companies, the dollar amount of first-round investment
by SBIC:s has been greater than the follow-on investment—follow-on investments by venture capital
companies usually are three to four times the size of first-round investments.
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Table 2.14 New Commitments, Disbursements, and Total Capital Pool
of the Venture Capital Industry, 1982—-2004 (billions of dollars)

Capital under

Commitments Disbursements Initial-round Follow-on  management
2004 18.2 21.0 4.40 16.60 266.7
2003 1.5 18.9 3.60 15.30 256.7
2002 9.0 21.6 4.50 17.20 255.0
2001 38.0 40.9 7.50 33.40 251.6
2000 106.0 105.9 29.00 76.90 2231
1999 58.2 54.4 16.08 38.36 145.9
1998 30.4 21.2 7.30 13.94 91.4
1997 18.2 14.8 4.72 10.06 63.2
1996 11.6 1.5 4.29 7.26 49.3
1995 10.0 7.7 3.65 4.10 40.7
1994 7.8 4.2 1.73 2.47 36.1
1993 3.8 3.9 1.43 2.41 322
1992 5.1 3.6 1.27 2.11 30.2
1991 1.9 2.2 0.56 1.67 29.3
1990 3.3 2.8 0.84 1.97 31.4
1989 5.4 3.3 0.98 2.32 30.4
1988 4.4 3.3 1.03 2.23 27.0
1987 4.8 4.5 0.94 2.23 24.6
1986 3 41 0.89 2.09 20.3
1985 3.1 3.4 0.71 2.01 17.2
1984 3.2 3.3 0.86 2.09 13.9
1983 4.2 3.1 0.90 1.97 10.6
1982 2.0 1.8 0.59 1.00 6.7

Source: Venture Capital Journal (various Issues) and National Venture Capital Association Yearbook
2004, prepared by Venture Economics.
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Table 2.15 Disbursements to Small Businesses by Small Business
Investment Companies, Initial and Follow-on Financing, FY 1992—-FY 2004
(amounts in millions of dollars)

Initial financing Follow-on financing Total

Fiscal

year Number Amount Number Amount Number Amount
2004 1,307 1,706 3,155 1,131 4,462 2,837
2003 1,624 1,456 3,209 1,015 4,833 2,471
2002 1,060 1,274 2,944 1,386 4,004 2,660
2001 1,477 2,497 2,800 1,958 4,277 4,455
2000 2,251 3,860 2,388 1,606 4,639 5,466
1999 1,379 2,926 1,717 1,295 3,096 4,221
1998 1,721 2,037 1,725 1,202 3,446 3,239
1997 1,360 1,658 1,371 711 2,731 2,369
1996 1,081 1,022 1,026 594 2,107 1,616
1995 1,322 725 899 524 2,221 1,249
1994 1,241 517 1,107 484 2,348 1,001
1993 1,086 443 906 364 1,992 807
1992 1,056 322 943 222 1,999 544

Source: U.S. Small Business Administration, Investment Division.

Angel Investment

The national angel investor market continued to recover in 2004." Total invest-
ment by angel investors rose 24 percent to $22.5 billion in 2004 compared
with $18.1 billion in the previous year. About 48,000 entrepreneurial ventures
received angel funding in 2004, up 24 percent from 2003. Active investors in
2004 totaled 225,000 individuals, up 2.5 percent from 2003. On average, 4 to

5 investors joined forces to fund an entrepreneurial start-up.'®

17 According to a new report about the 2004 national angel investor market. The report was released
by the Center for Venture Research at the University of New Hampshire Whittemore School of
Business and Economics.

18  See the press release concerning the Center for Venture Research report about the 2004 angel inves-
tor market from Jeff Sohl, titled “Angel Investor Market Sustains Modest Recovery in 2004” at www.
imakenews.com/innovationphiladelphia/e_article000376110.cfm?x=b4RdQR3,b2fwVirTiw
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Overall borrowing in the financial markets continued to show significant
increases in 2004, again dominated by household borrowing for housing invest-
ment, by the government sector, and by a resumption in corporate borrowing.
Small business borrowing also increased, although only moderately. Increased
earnings and cash flow were adequate to meet the increased demand for fund-
ing. There was no indication that small business borrowing was constrained by

an inadequate supply of funding.

The equity capital market also recovered, especially for larger later-stage
financing—as indicated by large increases in venture-backed IPOs and merg-
ers and acquisitions. Small IPOs remained very limited. While investment by
venture capital companies continued to recover, equity funding was difficult to
find for early-stage companies, and first-round startup financing remained at
low levels. Angel investors continued to be important in providing funding for

early-stage entrepreneurs in 2004.
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FEDERAL PROCUREMENT
from SMALL FIRMS

President Bush’s 2002 Small Business Agenda called for a number of steps that
would create an environment in which small firms could flourish, among them
ensuring that U.S. government contracts are open to all small businesses that

can supply the government’s needs.

A number of steps taken in 2004 have helped move the federal procurement
markets further along that path, including improvements in guidance for large
businesses subcontracting to small firms, efforts to improve the small business
size standards, clarification of the “novation” regulations that apply to small
businesses acquired by larger ones, moves toward greater transparency in fed-
eral procurement data, and initiatives to reduce the bundling of contracts that

can leave small firms out of the competition.

As a result of these and other efforts in federal contracting, small businesses
were awarded $69.23 billion or 23.09 percent of the $299.9 billion in federal
prime contracts in FY 2004.

The SBA’s Office of Advocacy publishes various research studies in an effort
to improve the climate for, among other things, small business contracting.
Advocacy procurement studies published in 2004 looked at electronic procure-
ment, contracting with veteran-owned businesses, and the coding of businesses

for procurement purposes.

Small businesses continued to be the backbone of the nation in 2004. In his
2002 Small Business Agenda, President Bush called for improving small busi-

ness access to government contracts, specifically for efforts to:

Ensure that government contracts are open to all small busi-
nesses that can supply the government’s needs,
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Avoid unnecessary contract bundling, and

Streamline the appeals process for small businesses that contract
with the federal government.

In the federal procurement arena, small businesses made significant gains
toward a more level playing field, as efforts were under way to reduce con-
tract bundling and improve small business access to federal procurement
opportunities.

Subcontracting

With small business support, regulations were promulgated in 2004 that pro-
vided guidance to “other than small” contractors (large businesses) subcon-
tracting with small businesses.! The final rule also authorized the evaluation
of past performance in meeting subcontracting goals as a source selection fac-
tor for use by federal agencies in placing orders through the Federal Supply
Schedules, governmentwide agency schedules, and multiple-agency contracts.
These changes were in line with the President’s Small Business Agenda.

Small Business Size Standards

An effort was made in 2004 to revamp the entire small business size standard
program. In the Small Business Act, the Congress authorized the U.S. Small
Business Administration (SBA) to establish guidelines for determining the sizes
of businesses that should be eligible for federally funded program assistance. The
SBA subsequently established size standards for small businesses, based on a
company’s annual revenue over a three-year period or on its number of employ-
ees. Over the years, concerns have been expressed that the size of businesses were
defined as either too large or too small. The SBA attempted to address some of
these concerns in a draft size standard rulemaking in June 2004. Through the
direct involvement of the Office of Advocacy, the Small Business Administration,
and stakeholders across the country, the proposed regulations were withdrawn
in favor of issuing an advance notice of proposed rulemaking. This process has
all