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Why the Slow Economic Recovery?

Salim Furth, PhD

he slow economic recovery since

2009 has not hewn closely to the
patterns set by previous recoveries.
One explanation that matches the
key facts of this recovery-less recov-
eryis that the fixed costs of produc-
tion have risen. Higher regulation,
tight credit, and other costs affect
small, start-up businesses more than
incumbents. Since start-ups normal-
ly create all of the net new jobs in the
economy, job creation and invest-
ment are slack.

The Slow Recovery. Here’s what

we know about the recovery from the
2008-2009 recession.

1. Ithasbeen avery slow recovery.
Usually, gross domestic product
(GDP) grows fastest right after
arecession as it bounces back
to trend. Since 2009, GDP has
been growing parallel to—but
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far below—the long-term trend.
Employment has remained flat
since 2009. Employment dropped
drastically in 2008 and has not
recovered.

2. Non-residential investment fell by
almost 25 percent in two years but
has grown steadily since the end
of 20009. It has not yet returned to
its 2007 level.

3. Corporate profits are booming.
Corporations have strong reve-
nues but are not purchasing much
capital or labor.

Start-Ups. How can we account
for these three facts? An extra piece
of the puzzle suggests an explana-
tion: Employment at start-up compa-
nies has fallen for five years in a row,
reaching unprecedented lows in 2010
and 2011.

As John Haltiwanger, Ron S.
Jarmin, and Javier Miranda show in
arecent paper,' most net new jobs
come from start-up companies. In
fact, existing firms rarely create net
new jobs. And as Tim Kane docu-
ments,? the economy expands with
the creation of new firms, not from
the expansion of existing firms.

Start-ups have been a constant
source of new employment in the U.S.

economy, hiring about 15 of every
thousand working-age American
adults every year for decades.
Previous recessions featured big job
losses from existing firms, but even
in recessions, start-up job creation
has been a constant—until now.

Kane shows that hiring by start-
ups has slowed to 10 jobs per thou-
sand adults. In 2010 and 2011 alone,

“missing” start-up hiring amounted
to 2 million net jobs. With nor-
mal start-up hiring, growth in the
employment rate would have been
three times as high as it was.

Fixed Costs. Why would busi-
ness start-ups fade in a period of
booming corporate profits? After all,
the last two peaks of corporate prof-
itability were both followed by peaks
in start-up job creation in 1998 and
2006. And why are corporate profits
so strong when the economy is weak?

A simple explanation is that fixed
costs are high.

With new regulations® and
business requirements in health
insurance, small-business finance,
environment, energy, and tax com-
pliance,* not to mention the ever-
expanding reach of state licensure
boards,’ it is expensive to open a
business.

High fixed costs and onerous
regulation are textbook “barriers to
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ADULT EMPLOYMENT RATE
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entry.” Incumbent firms favor many
of these barriers because they keep

competitors out of the market, which

keeps profits high. In banking, the
stringent regulations of the Dodd-
Frank Act not only make it hard for
small or start-up banks to survive;
they discourage banks from lending

to borrowers who do not have a
strong track record. Less credit for
unknown borrowers means fewer
start-up jobs created.

Other factors that might discour-
age competition and firm creation
include:

Elevated uncertainty over
the implementation of new
regulations,

Expectations of higher tax rates in
the future due to rising debt,

Implicit promises of bailouts for
large incumbent firms, and

Slow demand growth since the
recession.

Aslong as upstart start-ups are

held down by bad policy and feckless
deficits, incumbent firms can earn
profits without expanding supply.

What Policymakers Can Do.

Policymakers need to ease entry by
new firms. This can be done at all lev-
els of government.

At the state level:

Licensure boards should be com-
posed of industry customers, not
industry insiders, and

Licensing requirements should be
repealed wherever safe.

At the federal level:

Repeal Dodd-Frank’s over-reg-
ulation of the financial services
industry and its implicit promise
of bailouts, and

Replace Obamacare, which was
written with input from the
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Private Investment Fails to Keep Up with Profits
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largest insurance companies, with
a sensible health care system
based on competition and indi-
vidual choice.

And at every level of government:

m Rationalize regulations of energy
use and the environment by tak-
ing account of their broad eco-
nomic impact.

® Do not write a small-business reg-
ulation that could not be followed
without a lawyer’s help.

m Rebufflobbying efforts to write
special favors and protections
into law. The big employers in
Congressmen’s districts do not
create net new jobs; their upstart
competitors do.

A Bad Environment for Jobs.
Entrepreneurs have proven their
willingness and ability to start new
firms and hire new workers in every
economic environment. Only since
2007, in a policy environment that
puts government first and people sec-
ond, has their creativity been slowed.
Washington should reverse this
trend immediately.

—Salim Furth, PhD, is Senior
Policy Analyst in Macroeconomics in
the Center for Data Analysis at The
Heritage Foundation.
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A Mirror Relationship: Start-Up Jobs and Federal
Regulatory Jobs

Over the past 30 years, a trend between federal requlatory jobs and jobs with
start-up companies has emerged: When regulatory jobs declined, such as
during the mid-1980s, start-up employment spiked. Similarly, in recent years
when requlatory jobs rose, start-up jobs fell off dramatically. Rates shown are
per thousand working-age adults.
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Regulatory Studies Center, and Melinda Warren, Weidenbaum Center, Washington University.
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