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Dear Senators

Thank you for the opportunity to present this late submission. I make the submission as an individual who has almost twenty years experience in research and teaching small business issues and include at the end of this submission a summary of my relevant credentials. Because of the short time frame in which I have prepared this submission it relies on my recall and interpretation of information about small firms and is influenced by research activities in which I have been involved.

Introductory comments

My purpose in making this submission is to outline my interpretations of the following issues that fall within the terms of reference of your inquiry:

1. The possibility that a significant barrier to employment generation in the small firm sector is the capped growth objective of the vast majority of small business owners. Such capped growth objectives should be accepted as a reality and not a problem.

2. The recognition that, as a consequence of this capped growth objective, “leveling the playing field” for all small firms with respect to employment related regulation, whilst desirable from an equity perspective, is unlikely to generate large scale employment opportunities.

3. The probability that real employment growth opportunities that occur in economies are generated in a small proportion of firms (usually small) that are growth orientated.

4. That there is inadequate research data to assist in identifying such growth orientated firms and to understand how they grow and what makes them different from growth capped firms.

1. Capped growth

The notion that firms may have a capped growth objective
 is evident in many areas. The capped growth view suggests that there are a large number of very small (micro) and small enterprises where the owners take actions that indicate they are concerned with maintaining a stable business that delivers them a range of financial returns and, perhaps more importantly, non financial benefits. Growing out of that stable business environment is not regarded as a primary objective. This is reflected in the following statistics (Table 1) that identify the number and size of small businesses and changes over a sixteen-year period.

Table 1 - Number Of Businesses By Size

Business Size

 (number of employees)
1983-1984
1999-2000


number
percent
number
percent

Non-employing

339.3
52.60%
542.2
48.65%

1-4
186.2
28.87%
365.7
32.81%

5-19
95.2
14.76%
167.1
14.99%

total small
620.7
96.23%
1075
96.45%

20-99
20.4
3.16%
33.2
2.98%

100-199
2.1
0.33%
3.7
0.33%

200 or more
1.8
0.28%
2.7
0.24%

total all
645
100.00%
1114.6
100.00%

Source: ABS, 2001
, Table 2.3

These results indicate that the relative proportion of business entities that have less than 5 employees has not changed in the sixteen years between 1984 (when the proportion was 81.47%) and 2000 (when the proportion was 81.46%). Undoubtedly there have been many failures and new firm births during that period and clearly they are not the same firms.  Also there has been a potentially small structural shift away from non-employing firms. However the results reflected in the above table indicate the relative stability of the sector and the domination of very small firms.  The capped growth explanation suggests that the majority of these firms choose to remain small or are knowingly established in circumstances that limit growth opportunities.

Another area where there is evidence of small firms acting collectively in a capped growth manner is in the way they choose to finance their businesses. In my own research I have identified clusters of firms that center on finance structures
. There are claims that small firms wishing to grow have ample opportunity to avail themselves of both debt and equity finance. However, the evidence (in part presented in Table 2) is that the majority rely primarily on the owner’s own financial resources (although these are supplemented by bank and other debt that is often secured against the owners’ personal collateral). That over two-thirds of all small businesses choose to fund business activities by relying primarily on funds provided by their managing owners is further evidence of the capped growth attitude evident in the small firm sector.

Table 2 – Firms in Dominant Funding Categories (1998)



Sample number
Percent

Working Owner Equity/Debt

2,230
67.47%

Bank and Other Debt

859
25.99%

Trade Credit

216
6.54%



3,305
100.00%

Source: Gibson, 2002, Table 5.

As yet unpublished results from extensions of that research indicate that firms remain in such clusters across time. Also, from a perspective relevant to this inquiry, smaller firms in terms of employment are more likely to be associated with firms relying primarily on debt. 

There is no evidence, and no attempt to assert in this submission, that this capped growth phenomenon is problematic. Many (I would suggest a very large majority) of such businesses continue to operate in an efficient and effective manner.  However because being in business means more to them than just maximizing wealth, the owners modify their business operations to avoid unwanted complexities of growth.

2. Equitable treatment

While small firm owners may act in a way that imposes their own size determinants, they are nonetheless often concerned with specific issues in which they feel they are not treated fairly. Many of these are to do with regulatory issues and the notions of fair play often portrayed as maintaining “level playing fields” and “not moving the goalposts”. Generally small business people are supportive of the role of government and the need for government regulation and very rarely regard regulation and compliance issues in the top three problems faced by their business
. However they are influenced by their perceptions of equity and often their concerns are about underlying equity rather than the regulation itself. The following two examples reflect this perception:

· The attack on a logical outcome of earlier regulatory changes reflected in the recent “Alienation of Personal Income” taxation approach (I am unclear if this is a consequence of Legislation or simply an Australian Taxation Office ruling). Many former employees moved to self-employment through small businesses when larger (but not always large) businesses encouraged them to do so in order that they (the larger firms) could minimize their own cost and risk exposure from employment. Now the former employees who have traded as businesses for some years are being treated as if they have been doing the wrong thing.

· The regressive nature of compliance costs, with respect to any legislation, that result in disproportionately high burdens to small business. For example research outcomes
 suggest that in 1994/95 the typical taxation compliance costs for small business per $1000 turnover was $24.71 compared to $0.98 for a medium sized business and negative $0.68 for large business (which benefit from cash flow advantages). While there is debate about the actual dollar cost, it is generally accepted that the smaller the firm the greater the proportion of a firm’s resources that are consumed in meeting compliance obligations.  This is true in respect of all compliance activity and not just taxation.

While business owners may express concern about issues such as employment it is unlikely that correcting the problems will result in significant changes in employment levels. The problems identified by small firms are undoubtedly identified in good faith. However while they may inhibit additional employment at the margin or encourage an alternate employment mix (full time or casual), they are unlikely to overcome the capped growth approach to business operations that is so dominant in the sector. Even if all the apparent barriers to employment were removed, the vast majority of small firms in Australia would not actively pursue growth resulting in employment generation.

3. Employment growth opportunities

Where then do the employment generation opportunities exist? For almost two decades it has been acknowledged that the major net job generation comes through the small firm sector
. Although this claim has been debated and it is recognized that a significant amount of “churn” exists that confounds the results, it is now a generally accepted claim (and I note it was a justification for this inquiry as reflected in a Media Release on 21 March 2002).

What is not as well recognized is that only a small proportion (perhaps as low as 5 per cent
) of firms are responsible for the majority of this net job generation. These are growth-orientated firms in which the owners do not have a capped growth expectation and in which growth and innovation are actively pursued. These should represent the true focus of any policy initiative designed to facilitate employment growth in the small business sector. These firms show through their actions that they are prepared to work past the problems other firms claim inhibit their employment growth. This does not mean that removing obstacles at source (government regulation and compliance) is not a desirable activity for these firms. It may well be argued that the fewer institutional obstacles that exist, the easier for these firms to concentrate on and generate growth.

4. Research output limitations

While the preceding point notes the existence of a small proportion of growth orientated firms that should be encouraged; it is unfortunately true that reliable processes for identifying such firms do not exist. Mostly such firms can not be identified until after they have achieved significant employment generating growth. There is insufficient evidence to support any claims about the way that these firms reached their potential. Adequate research data is scarce.

This is in part due to the neglect of small firms as a viable focus of research in the research funding community. Gaining reasonable research funding from either government or private sources is difficult. This is because in government funding greater emphasis is given to hard science research. In the private sector there is a lack of perceived benefits to the funding source that is generally not looking to broader community or economic outcomes.

While occasionally government funding is directed at the problem of research data shortages it is subjected to political vagaries. A 1994 initiative to gather five years data is a case in point.  Special funds were provided to the Australian Bureau of Statistics to collect data from the same firms over a five-year period. Data was accessible to any researchers and I have conducted many research analyses of this data over the last four or five years. However the data collection was stopped after four years due to changes in government and new funding priorities.

Concluding comments

I apologize for any absence of clarity in the points made in this submission. My objective has been to highlight that fixing the real and perceived problems that small business faces with respect to employment will not necessarily generate employment. That does not mean the problems do not need to be fixed. However the true potential for employment growth lies in identifying, understanding, and encouraging firms with high growth potential. A great deal more appropriately funded research is necessary to provide reliable information to guide this endeavor.

Again, thank you for the opportunity to make this submission.
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