
12.1.1 https://biz.libretexts.org/@go/page/65923

12.1: Reading- The Importance of Small Business to the U.S. Economy

What Is a “Small Business”?

To assess the value of small businesses to the U.S. economy, first we need to know what constitutes a small business. Let’s start by
looking at the criteria used by the Small Business Administration. According to the SBA, a small business is one that is
independently owned and operated, exerts little influence in its industry, and (with a few exceptions) has fewer than five hundred
employees (“What is SBAs Definition of a Small Business Concern?,” U.S. Small Business Administration, accessed August 28,
2011).

Why Are Small Businesses Important?
Small business constitutes a major force in the U.S. economy. There are more than twenty-seven million small businesses in this
country, and they generate about 50 percent of our gross domestic product (GDP). The millions of individuals who have started
businesses in the United States have shaped the business world as we know it today. Some small business founders like Henry Ford
and Thomas Edison have even gained places in history. Others, including Bill Gates (Microsoft), Sam Walton (Wal-Mart), Steve
Jobs (Apple Computer), Michael Dell (Dell, Inc.), Steve Case (AOL), Pierre Omidyar (eBay), and Larry Page and Sergey Brin
(Google), have changed the way business operates today. Still millions of others have collectively contributed to our standard of
living.

Aside from contributions to our general economic well-being, founders of small businesses also contribute to growth and vitality in
specific areas of economic and socioeconomic development. In particular, small businesses do the following:

Create jobs
Spark innovation
Provide opportunities for many people, including women and minorities, to achieve financial success and independence

In addition, they complement the economic activity of large organizations by providing them with components, services, and
distribution of their products.

Let’s take a closer look at each of these contributions.

Job Creation
The majority of U.S. workers first entered the business world working for small businesses. According to the U.S. Small Business
Administration:

“The United States’ 28.4 million small businesses play a vital role in our economy,” said Christine Kymn, Advocacy’s chief
economist and director of economic research. “Small businesses represent 99.7 percent of all U.S. businesses with employees and
employ about 56 million members of the nation’s private-sector workforce. The Office of Advocacy notes that this year’s state
profiles signal improving conditions for small businesses and in turn, their respective state economies. We hope to see further
improvements in 2015” (SBA, Small Business Advocate, February, 2015 Vol. 34 Issue 2).

On January 15,2015 Maria Contreras-Sweet, SBA Administrator reported the following in regard to job creation and small
business:
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American businesses added back 252,000 jobs and the unemployment rate fell to its lowest level since June 2008. We’re in the
midst of 58 month of consecutive job growth—the longest streak on record since the mid-1990s. Once again, it was not large
corporations driving this train, but entrepreneurs and small businesses powering us out of the greatest economic crisis since the
Great Depression. Small businesses created nearly 2 million of the roughly 3 million private-sector jobs generated in 2014. More
than 7 million of the 11 million jobs created during our recovery have been generated by startups and small enterprises. . . .
Entrepreneurs have been our life preserver in this economic storm, because of their resilience in budgeting wisely and effectively
deploying their capital.

Innovation

Given the financial resources available to large businesses, you’d expect them to introduce virtually all the new products that hit
the market. According to the SBA, small companies develop more patents per employee than do larger companies. During a recent
four-year period, large firms generated 1.7 patents per hundred employees, whereas small firms generated an impressive 26.5
patents per employee (Anthony Breitzman and Diana Hicks, “An Analysis of Small Business Patents by Industry and Firm Size,
Office of Advocacy, Small Business Administration,” U.S. Small Business Administration, accessed August 30, 2011). Over the
years, the list of important innovations by small firms has included the airplane and air-conditioning, the defibrillator and DNA
fingerprinting, oral contraceptives and overnight national delivery, the safety razor, strobe lights, and the zipper (William J.
Baumol, “Small Firms: Why Market-Driven Innovation Can’t Get Along without Them,” U.S. Small Business Administration,
Office of Advocacy, December 2005, table 8.1, 186, accessed October 10, 2008).

Small business owners are also particularly adept at finding new ways of doing old things. In 1994, for example, a young
computer-science graduate working on Wall Street came up with the novel idea of selling books over the Internet. During the first
year of operations, sales at Jeff Bezos’s new company—Amazon.com—reached half a million dollars. In less than twenty years,
annual sales had topped $34 billion

Why are small businesses so innovative? For one thing, they tend to offer environments that appeal to individuals with the talent to
invent new products or improve the way things are done. Fast decision making is encouraged, their research programs tend to be
focused, and their compensation structures typically reward top performers. According to one SBA study, the supportive
environments of small firms are roughly thirteen times more innovative per employee than the less innovation-friendly
environments in which large firms traditionally operate (William J. Baumol, “Small Firms: Why Market-Driven Innovation Can’t
Get Along without Them,” U.S. Small Business Administration, Office of Advocacy, December 2005, accessed October 10, 2008,
p 187).

The success of small businesses in fostering creativity has not gone unnoticed by big businesses. In fact, many large companies
have responded by downsizing to act more like small companies. Some large organizations now have separate work units whose
purpose is to spark innovation. Individuals working in these units can focus their attention on creating new products that can then
be developed by the company.

Opportunities for Women and Minorities
Small business is the portal through which many people enter the economic mainstream. Business ownership allows individuals,
including women and minorities, to achieve financial success, as well as pride in their accomplishments. While the majority of
small businesses are still owned by white males, the past two decades have seen a substantial increase in the number of businesses
owned by women and minorities.

Figure : Business Owner Demographics. Source: US SBA, June 2014. http://www.sba.gov/advocacy/848. Public domain12.1.2
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What Small Businesses Do for Big Businesses
Small firms complement large firms in a number of ways. They supply many of the components needed by big companies. For
example, the U.S. automakers depend on more than 1,700 suppliers to provide them with the parts needed to make their cars. While
many of the suppliers are large, there are hundreds of smaller companies that provide a substantial portion of the 8,000 to 12,000
parts that go into each vehicle (Bill Canis and Brent D. Yacobucci, “The U.S. Motor Vehicle Industry: Confronting a New Dynamic
in the Global Economy, Congressional Research Service,” Federation of American Scientists, accessed August 30, 2011). Small
firms also provide large ones with such services as accounting, legal, and insurance. Many small firms provide outsourcing services
to large firms—that is, they hire themselves out to help with special projects or handle certain business functions. A large firm, for
example, might hire a small one to handle its billing or collection services or to manage its health care benefits. A large company
might contract with a small information technology firm to manage its Web site or oversee software upgrades.

Small companies provide another valuable service to large companies by acting as sales agents for their products. For example,
automobile dealerships, which are generally small businesses, sell vehicles for the big car makers. Local sporting goods stores sell
athletic shoes made by industry giants, such as Adidas and Nike. Your corner deli sells products made by large companies, such as
Coca-Cola and Frito-Lay.

KEY TAKEAWAYS
According to the SBA, a small business is independently owned and operated, exerts little influence in its industry, and (with
minimal exceptions) has fewer than five hundred employees.
The nearly twenty-seven million small businesses in the United States generate about 50 percent of our GDP. They also
contribute to growth and vitality in several important areas of economic and socioeconomic development. In particular, small
businesses do the following:

Create jobs
Spark innovation
Provide opportunities for women and minorities to achieve financial success and independence

Small businesses tend to foster environments that appeal to individuals with the talent to invent new products or improve the
way things are done. They typically make faster decisions, their research programs often are focused, and their compensation
structures frequently reward top performers.
Small firms supply many of the components needed by big companies. They also provide large firms with such services as
accounting, legal, and insurance, and many provide outsourcing services to large companies—that is, they hire themselves out
to help with special projects or handle certain business functions. Small companies (such as automotive dealerships) often act as
sales agents for the products of large businesses (for example, car makers).

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.
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