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Slow Business Start-ups and the Job Recovery

BY L1z LADERMAN AND SYLVAIN LEDUC

Start-ups typically create jobs so fast at the beginning of recoveries that even a modest drop in
that pace can affect the whole economy. In fact, slower job growth among new businesses may
have resulted in 760,000 fewer jobs in the first year of the current recovery. Because housing
wealth is an important factor in the financing of new businesses, lower house prices may have
been partly to blame for the slower growth. Conversely, recently increasing house prices may
already be boosting start-up growth and, with it, overall job growth.

Employment growth during the current recovery has been weak compared with past recoveries. It has
taken nearly five years since the beginning of the economic expansion for nonfarm employment to return
to its pre-recession peak. One factor that may have contributed to this tepid job growth is slower-than-
normal employment growth at new businesses, or “start-ups.” Because start-ups generate jobs at a much
faster pace than older businesses during recoveries, they account for a significant proportion of job
growth in the economy, even though their share of overall employment is quite small. Therefore, even
modest slowdowns in start-up growth could result in significant drops in overall employment growth.

Employment at start-ups was particularly hard-hit during the Great Recession, suffering a much steeper
decline in growth compared with more mature businesses and compared with start-ups in previous
recessions. One issue may have been financing. Because personal assets are an important source of
funding for start-ups, the tumble in house prices during the downturn may have weakened start-up
activity. Since house prices remained depressed early in the recovery, this Economic Letter examines
whether start-up employment growth also remained depressed. We further consider whether the slower
growth may have been a significant factor behind the weak job recovery.

We show that, compared with the recovery from the deep downturn of 1981-82, start-up employment
grew significantly less in the year following the Great Recession. Our analysis suggests that between
March 2010 and March 2011, lower employment growth at start-ups may have subtracted as much as 0.7
percentage point from total job growth, translating into roughly 760,000 fewer jobs.

Despite the weakness thus far in the recovery, recent increases in home values may bring better news,
translating into greater financing opportunities for start-ups and, in turn, contributing to faster
employment growth.

Start-ups during the Great Recession

Employment growth is linked to the size of a business, according to a large body of research. One
important finding is that small businesses with few employees tend to grow faster than large businesses
(see, for example, Birch 1987 and Neumark, Wall, and Zhang 2011). A recent refinement says that this
relationship is largely due to the age of the firm (Haltiwanger, Jarmin, and Miranda 2013). Specifically,
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the negative relationship between firm size and employment growth is due to young start-up firms, which
tend to be small as they start with very few employees. By contrast, older small businesses do not typically
grow faster than larger firms.

We use the typical pattern of faster growth at younger firms to examine potential causes of slow job
growth during the current recovery. We compare the annual net employment growth rate of start-ups and
mature businesses over several economic expansions and contractions. Start-ups are defined as
businesses less than five years old with fewer than 20 employees, and mature businesses are those at least
five years old with 500 or more employees. Given that firms often create and eliminate jobs at the same
time, we concentrate on net growth, the difference between the job creation rate and job destruction rate,
throughout our analysis.

Figure 1 shows that employment growth among start-ups is 20 percentage points higher on average than
for mature businesses. The figure also indicates that the difference between the two groups tends to
shrink before or during economic downturns, shown by the gray bars. This drop was particularly

pronounced in the period around the
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the U.S. Census Bureau’s Survey of Business Owners shows that about seven out of ten businesses used
personal or family assets for start-up funding. In turn, home equity constitutes 20—25% of households’
total assets on average. Lower home equity constrains the availability of home equity loans to fund start-
ups. In addition, even entrepreneurs who use assets other than their home equity to start a new business
may be less willing to take that risk if they don’t have enough home value as a backstop to their
investment.

Start-up employment and the job recovery

The effects of depressed house prices on start-ups during the recession may have continued into the early
part of the recovery. To shed some light on this, we examine employment growth at start-ups and mature
businesses during the recovery using data from the U.S. Census Bureau’s Business Dynamics Statistics
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The weakness in employment growth at start-ups is likely an important factor behind the slow job growth
in the economy as a whole. This is because start-up employment typically grows many times faster than
employment at mature businesses in the early stages of recoveries, so that start-ups make outsized
employment contributions relative to their small share of total employment. Figure 3 shows that start-ups
typically account for roughly 50% of total job gains during recoveries. One exception was the recovery
from the 199091 recession, when start-ups contributed net gains of more than 100%; this reflected
declines in employment at all other businesses taken together.

Figure 3
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start-up employment grew 28.3%. By contrast, in the first year after the lowest point of the 2007—09
recession, net start-up employment grew only 18.8%. If start-ups had grown at the higher rate, and if
employment at all other firms had continued to grow at its actual pace, total employment growth between
March 2010 and March 2011 would have been 2.3%, compared with an actual rate of about 1.6%. This
would have translated into an additional 760,000 jobs.
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new data on start-ups become
available, we will be able to test whether this conjecture holds true.

Conclusion

Start-ups are an important engine of employment growth, particularly during economic recoveries. Low
growth among start-ups at the beginning of the current recovery may have contributed to slow
employment growth overall. Our simple exercise suggests that it may have lowered overall job growth by
about 0.7 percentage point in the year following the Great Recession.

Although the weak performance of start-ups persisted longer than in past cycles, the situation may be
improving. Over the past year or so, total employment growth has picked up. Gains in housing wealth, an
important factor in the financing of new entrepreneurs, may be helping. And continued increases in home
values should translate into even greater financing opportunities for new businesses and thus contribute
to faster employment growth in the future.

Liz Laderman is an economist in the Economic Research Department of the Federal Reserve Bank of
San Francisco.

Sylvain Leduc is a vice president in the Economic Research Department of the Federal Reserve Bank of
San Francisco.
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