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Abstract:

This paper garners information crucial to understanding business growth for new
entrants and small businesses who contract with the federal government by utilizing
publicly available contracting data from the Federal Procurement Data System (FPDS)
to track new entrants from 2001-2016. This information is then used to evaluate
entrances, exits, and status changes among federal vendors with the purpose of
comparing challenges faced by small businesses with those of larger ones. Measuring
market trends over time and in multiple sectors shows how the challenges facing small
businesses, such as market barriers to entry and imperfect competition, keep them from
growing. The final results compare the survival rates between small and non-small new
entrants contracting with the federal government and analyze the graduation rates for
those small new entrants who grew in size during the observation period and survived
after ten years. The study finds that around 40 percent of new entrants exit the market
for federal contracts after three years, around 50-60 percent after five years, and only
about one-fifth of new entrants remain in the federal contracting arena in the final year
of observation. Across the six samples studied, the graduation rates of small
businesses consistently decrease.
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Executive Summary

Introduction and Context

With an approximately four trillion-dollar budget, the U.S. government has the
ability to influence the U.S. economy through its fiscal policies where in 2017, the U.S.
economy’s GDP was just over 18 trillion dollars.* When spending on acquisitions, for
instance, federal agencies are obligated by law to set aside prime contract obligations to
groups based on a variety of socio-economic classifications such as size,
demographics, and geographic location. Moreover, federal agencies such as the
Department of Defense (DoD) have realized the importance of attracting new
businesses to the federal contracting arena to maintain competitive markets and
encourage innovative activity. Due to uniqgue market characteristics such as highly
regulatory contracting environments, long and uncertain budgeting processes, and, in
some cases, non-competitive markets; the motivation for set aside programs and new
business outreach efforts is apparent, but their efficacy is uncertain. Efficacy can be
assessed in multiple ways, but one basic and important measure is the extent to which
new entrants remain in the market. This paper studies new entrants to the federal
contracting arena by calculating survival rates for businesses new to working with all
federal agencies and the DoD specifically over time. These survival rates are compared
between small and non-small new entrants to investigate how set aside policies work in

practice.

The existing body of literature focusing on new-entrant survival rates has
identified various firm-level, industry-level, and macroeconomic-level characteristics that
impact a new entrant’s ability to survive post-entry. One of the most prominent findings
from this body of literature is that size impacts a new entrants’ ability to survive where
non-small firms have higher survival rates than their small competitors. While this body

of literature covers a wide-range of industrial sectors, it tends to exclude focusing on

! Bureau of Economic Analysis. (n.d.). National Economic Accounts. Retrieved from
https://www.bea.gov/national/index.htm#gdp
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new entrants in the federal procurement arena. The unique dataset used in this study
breaks new ground on understanding the dynamics of new entrants contracting with the

federal government.

Data and Methodology

The study team utilizes publicly available contracting data from the Federal
Procurement Data System (FPDS) to track new entrants from 2001-2016. Six analytical
samples of new entrants entering the federal contracting arena as prime contractors
each year from 2001-2006 are observed and tracked through 2016. The study team
tracks entrants, exits, growth, industry participation, and contract obligations at the firm
level throughout this observation period. By tracking this information, the study team
can calculate survival rates, graduation rates, and the proportion of contract obligations
that go to firms that exit, what proportion goes to those that survive, and what proportion
goes to those that graduate from small business status. Furthermore, these results are
calculated for new entrants working with all federal agencies and with the DoD uniquely.
Finally, the ability to differentiate between small and non-small new entrants allows the

study team to draw conclusions related to federal set aside programs.

Results
New Entrant Counts

The data shows that the count of new vendors entering the federal contracting
arena as prime contractors from 2001-2016 varies.? 2001-2006 exhibits a buildup of
new vendors; however, the counts of new entrants in the federal contracting arena from
2007-2013 dramatically decreases. Since 2013, the number of vendors entering the
federal arena has remained relatively low and constant. The buildup of new entrants
occurs simultaneously with the beginning years of U.S. military operations in Iraq and
Afghanistan, during which the DoD had a higher demand for procurements.

Furthermore, DoD expenditures grew at a higher rate than total federal expenditures

2 For the purposes of this report, a new entrant is an entity described with a Dunsnumber that has not previously
been employed during the study period. This can capture new starting organizations, new work sites for existing
organizations, and even long-established organizations making their first foray into federal contracting.
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during this time, further signaling that the DoD’s growing demand for procurements
during this time period could be influencing the rise of new entrants in the federal

contracting arena.

Interestingly, the fall of new entrants in the federal contracting arena begins in
2006, two years before the financial crisis and before the peak in overseas contingency
operations, and while federal expenditures continued to grow. Starting in 2012,
however, the fall in new entrants could likely be linked to the Budget Control Act of 2011
and the resulting decline in federal and DoD contract spending. The Obama
Administration made various efforts to promote small businesses and new entrants
through policies such as the 2011 QuickPay initiative and the creation of the Defense
Innovation Unit Experimental (DIUx) in 2015. While the number of new entrants has not
risen since the inception of these initiatives, the DoD continues to emphasize wooing
non-traditional vendors today, which will make it interesting to track the counts of new

entrants through the upcoming years.

Survival and Graduation Rates

The survival rates show that around 40 percent of new entrants exit the market
for federal contracts after three years, around 60 percent after five years, and only
about one-fifth of new entrants remain in the federal contracting arena after 10 years.
These survival rates are fairly consistent with the results from other studies that
calculate the survival rates of new entrants in other sectors of the economy and/or at

different time periods.

This paper differs from the existing body of literature in its finding that small new
entrants exhibit higher rates of survival in some of the samples and years studied.
Small-business new entrants exhibit higher survival rates than their non-small
competitors when contracting across all federal agencies for the 2001, 2002, 2003, and
2004 samples. In 2005, small new entrants only have higher survival rates after three
years, and non-small new entrants survive at higher rates for the other survival rates
examined (e.g. 5-year, 10-year, and 2016 survival rates). These differences between

small and non-small new entrants are all statistically different from zero, indicating that
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there could be a systematic variation between small and non-small businesses’ ability to

sustain themselves as vendors in the federal contracting arena.

Conversely, small new entrants in the market for DoD contracts specifically
perform better than their non-small competitors in 2004 and 2005. The data from 2002
and 2003 show that non-small new entrants have higher survival rates when working
with the DoD than their small competitors and the data from the other years observed
are not significantly different from zero. This could indicate that there are unique
characteristics associated with the market for DoD contracts that make it harder for
small businesses to survive, even with small-business set aside programs. These
characteristics could be related to the fact that the DoD contracts with highly
concentrated industries that are not as inviting to small new vendors, such as those

supplying weapons systems.

Although these results suggest that small businesses tend to have higher
survival rates than their non-small competitors across all federal agencies, the low
graduation rates of small businesses that survived for 10 years rings alarm bells over
the efficacy of small business set aside programs. Across the samples from 2001 to
2006, the graduation rates of small businesses consistently decrease. While in 2001,
around 12 percent of small businesses that survive 10 years graduate from small-
business status, and in 2006, around six percent of small businesses that survive 10
years graduate from small-business status. This could imply that small businesses face
a perverse incentive regarding their business model where since they have safety nets
when they remain small, they could be avoiding normal business growth trajectories to
maintain the advantages associated with small-business status. Additionally, the decline
in graduation rates from the 2001 sample to the 2006 sample aligns with the era of
sequestration which could indicate that the downward trend for graduation is connected

to the plunging government contract spending during this time.

Discussion and Conclusions

With the large focus on small businesses through set aside programs, the market
for federal contracts can look favorable to small new entrants in comparison to their

non-small competitors, and this is reflected in the survival rates calculated in this study.
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When comparing these results to the graduation rates, however, the efficacy of these
set aside programs is less certain. Only between 5-13 percent of small businesses that
entered the market for federal contracts and also survived 10 years graduate from
small-business status during this study’s observation periods. Policy makers should
reevaluate their small-business set aside programs as these programs could be
creating perverse incentives for small businesses that are contracting with the federal
government. Their focus should pivot towards helping small businesses survive
simultaneously with growth. Furthermore, policy makers should consider ways to attract
new entrants back to the market for federal contracts. The recent counts of low numbers
of new vendors entering the federal contracting arena is especially concerning for the
DoD given that they have emphasized innovation and non-traditional contracting as
crucial aspects of the National Defense Strategy.3

The findings of this report show ample potential for future work on the success of
new entrants and small businesses in federal contracting. For instance, as federal
acquisition changes in response to shifting strategic guidance, it will be important to
maintain market awareness of the demand and supply in the federal contracting market.
This awareness is heeded to shape acquisition policy to maximize efficiency for both
vendors participating in the market and to support federal agencies looking to acquire
innovative and affordable solutions. Moreover, it would be interesting to compare
survival rates between different set aside programs. While this paper’s exclusive focus
on small and non-small new entrants sheds light on small-business set aside policies,
the analysis does not parse out the effects from those policies specifically focusing on

other socio-economic characteristics such as demographics and geographic location.

32018 National Defense Strategy of the United States Summary. (2018). Retrieved from
https://www.defense.gov/Portals/1/Documents/pubs/2018-National-Defense-Strategy-Summary.pdf
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1. Introduction

Promoting small businesses has been a key issue for economic policymakers
since the industrial revolution. This focus is unsurprising given that small businesses
have been referred to as the backbone of democracy, because their success
unequivocally fosters a more equal distribution of wealth.# Furthermore, an
entrepreneur’s ability to create new companies and enter new markets is a sign of a
healthy economy as the abundance and prosperity of small businesses and new
entrants are clear indicators of a sustainable market that allows for both public and
private interests to be met. In recent years, policymakers have given greater priority to
focusing on obstacles affecting businesses that are newly entering the heavily regulated
market for federal contracts. For instance, the Department of Defense’s (DoD) desire to
access non-traditional vendors galvanized the creation of the DoD’s Defense Innovation
Unit Experimental (DIUx). Another example is small business promotion under the
Obama administration where President Obama strengthened leadership in the Small
Business Administration (SBA) to a cabinet-level position and led small-business-
friendly initiatives such as QuickPay, which shortened the timeframe federal contracting

offices had to pay small vendors.

This paper studies entrances, exits, and status changes of six samples of newly-
entered federal vendors and DoD vendors. Each sample observes a set of new entrants
in each year from 2001-2006 and examines how they fared over the following ten-year
period. For example, the first sample looks at new entrants in 2001 and measures their
success through 2011, while the last sample looks at how new firms in 2006 fared
through 2016. The study team additionally investigates how these outcomes vary
between small and non-small businesses.®> The dataset gleaned is novel and the study

team’s analysis provides insight on the environment confronting new entrants in the

4 Bean, J. J. (1996). Beyond the Broker State: Federal Policies Toward Small Business, 1936-1961. The University
of North Carolina Press.

® The study team uses the Small Business Administration’s definitions of small and non-small vendors that considers
differences across sectors of the economy. These definitions specify what constitutes as a small business, and then
categorizes medium and large businesses together in to one group. For this paper, the study team uses the term ‘non-
small’ to convey medium and large businesses as one group.



federal contracting arena that can inform policy measures designed to expand the

contracting marketplace.

There is a wide body of existing literature studying the ability for new entrants,
and small businesses specifically, to survive in different industrial sectors. Scholars
studying this issue have identified various industry-level, macroeconomic-level, and
firm-level characteristics that affect new entrants’ and small firms’ ability to survive. In
the context of public procurement, the literature focusing on the relationship between
small businesses and federal contracting tends to focus more on macro measures such
as the small business contracting goals, without exploring in depth the implications of
policy on cohorts of individual firms. To break new ground in this critical but
understudied domain, the study team observed a large longitudinal sample of firms that
offers complete information on firm entries, firm exits, and other firm-level

characteristics.

The data garnered by the study team tracks firms that entered and stayed in the
federal contracting arena from 2001-2016. The following four research questions were
posed to study trends in entrants, exits, and graduation among the observed firms:

1. What are the survival rates for new entrants in the market for federal

contracts?

2. How do these survival rates compare with the survival rates for new entrants
in the defense industrial base specifically?

3. How do these survival rates change between small and non-small
businesses?

4. What are the graduation rates for small business new entrants in the federal
contracting arena?

This paper seeks to answer these questions in four ways: first, it reviews the
existing literature that studies new entrants’ ability to survive and specifically how small
businesses fare in this context. Second, it outlines the characteristics that have been
found to shape a new entrant’s ability to survive based on that literature. Third, it
describes and analyzes the data that the study team gleaned from the Federal
Procurement Data System (FPDS) and the System for Award Management (SAM).

Finally, it offers a discussion on the results and draws conclusions from the findings.



Policymakers should be aware of the success rates for small businesses in the market
for federal contracts, so they can better adjust or implement policy when needed. In
addition, small businesses who might utilize the policy advantages provided to them
should be aware of the likelihood of success in certain markets before entering them.
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2. U.S. Government Policies and the Existing
Literature

As previously discussed, federal policies take a range of approaches to promote
entrepreneurship, competitive markets, equality of opportunity, and employment. Well-
rounded participation in the market for federal contracts is key to achieving small
business contracting goals so that the federal government can continue to support a
healthy and inclusive economy. As the DoD has the largest share of contracting
spending of all federal agencies, it is even more important that federal contracting
policies aim to alleviate inherent market failure tendencies that occur due to the defense
industry’s monopsonistic and monopolistic nature. Without clear policy directives to
promote competition and outreach to small business, the market for DoD contracts can
easily become concentrated for a variety of reasons. First, many products and services
bought by the DoD function at a large scope, making it difficult for small businesses to
serve as a prime contractor for certain items.® Second, barriers to entry in the market for
federal contracts exist. For instance, navigating the highly regulated nature of federal
contracting requires any businesses looking to sign a federal contract for the first time to
make large structural and personnel investments.” This section serves as a discussion
of small business and new entrant policy over time as well as a survey of the existing

scholarship studying this issue in support of the topics studied by this paper.

2.1 Small and New Entrant Business Policy History

The U.S. federal government has made supporting business growth an important
part of its economic policy for the better part of the last century, with small business
promotion being a bipartisan priority throughout this time. In 1932 for instance, the
Reconstruction Finance Corporation (RFC) was founded in response to the Great
Depression, and it worked with businesses of all sizes as the first federal agency with

the express purpose of promoting business growth during peace time. For example, the

5 Kovacic, W. E. (1992). Regulatory controls as barriers to entry in government procurement. Policy Sciences, 25
(February 1992), 29-42.
7 1hid.



RFC wrote loans to keep businesses of all sizes afloat when the banking system
collapsed.® While the federal government has promoted business growth in a variety of
ways, this paper is exclusively interested in federal-sponsored initiatives that aid small
businesses, disadvantaged businesses, and non-traditional vendors that are looking to

participate in the federal contracting arena.

The wartime economy of the 1940s opened the door for small businesses to gain
a foothold in federal government contracting. In 1942, the Smaller War Plants
Corporation (SWPC) was created as the first government agency to work exclusively
with small business. This ensured that small businesses and entrepreneurs had access
to contracts and capital when looking for business opportunities that would support the
production of resources that contributed to U.S. efforts during World War II. Although
the SWPC was disbanded in 1946, a new iteration was created in 1951 to support the

U.S. and U.N. war effort in Korea: the Small Defense Plants Administration.®

The RFC would later be disbanded with the bulk of its responsibilities absorbed
by the Department of the Treasury in 1953. However, to ensure that federal contracting
policy continued to focus on small businesses, the Small Business Administration (SBA)
was created by the Small Business Act on July 30, 1953. For the last 65 years, the
mission of the SBA has been to “aid, counsel, assist, and protect, insofar as is possible,

the interests of small business concerns".10

As early as the 1960’s, it has been a recurring goal of U.S. small business policy
to require federal agencies to grant a set percentage of prime and sub contract dollars
to small businesses. This goal was generally viewed as a priority across political parties
and administrations, yet no set amount was agreed upon and instituted until 1988,
almost 30 years after the original policy was first mandated by President Kennedy.!!

8 SBA. (n.d.). Our History | The U.S. Small Business Administration |. Retrieved June 5, 2018, from
https://www.sba.gov/about-sba/what-we-do/history

® 1bid.

10 Small Business Act PL 112-239, enacted 1/3/13, (Public Law 85-536, as amended). Retrieved from
https://www.sba.gov/sites/default/files/files/Small Business Act.pdf

1 Grammich, C., Edison, T., Moore, N., & Keating, E. (2011). Small Business and Defense Acquisitions: A Review
of Policies and Current Practices. Retrieved from
https://www.rand.org/content/dam/rand/pubs/monographs/2011/RAND_MG443.pdf



The 1988 policy directed the federal government to spend 20 percent of their
prime contract dollars with small businesses, with this number rising to 23 percent in
1997 when the Small Business Reauthorization Act (Public Law 105-135) was passed.
Policy makers have paid special attention to the DoD’s capacity for contracting with
small or disadvantaged businesses, because of the DoD’s overwhelming maijority of
total federal spending. Consequently, the DoD has their own small-business and
disadvantaged-business set aside requirements.'? The DoD’s ability to meet set aside
requirements often varies with the industries that the DoD contracts from. For instance,
heavily commercial industrial sectors such as construction, maintenance, and housing
have a large amount of small business contracts that exceed the government’s 23
percent benchmark, while RDT&E and industrial sectors that include weapons
procurement tend to fall short.*3

Goals associated with contracting with businesses owned-by or employing
minorities have also been consistently important to policy makers. These protections
have gone hand in hand with the early promotion of small businesses dating back to the
SWPC in World War Il, where the Roosevelt administration barred defense contractors
from discriminating against African American workers. These protections were
reinforced during the Kennedy and Johnson administrations with the introduction of
affirmative action policies, first by executive order 10925 (26 C.F.R. 1977, 1961) and
later congressionally mandated as part of the Civil Rights Act in 1964.

Section 8(a) of the of the Small Business Act of 1953, which states in subsection
C that “It shall be the duty of the Administration ... to make an award to a small
business concern owned and controlled by socially and economically disadvantaged
individuals...,” (Small Business Act, 2013) was revisited in 1967 and used in tandem

with affirmative action legislation to boost minority owned business participation in DoD

12 DoD. (n.d.). Small Business Program Goals and Performance. Retrieved from
https://business.defense.gov/About/Goals-and-Performance/

13 When calculating these required percentages, there are a number of contract dollars exempt from the equation
such as contract dollars associated with non-appropriated funds, internal transactions, mandatory sources,
transactions with foreign governments and international organizations, work performed outside the United States,
and procurements not subject to federal acquisition regulations - Ibid.



procurement.* This became a central piece of Nixon-era affirmative action and civil
rights policy and was continued through the Ford administration. In 1979, language of
“socially disadvantaged individuals” in Section 8(a)(C) was further expanded to promote
women-owned small businesses.® In addition to competing for set aside contracts,
businesses that qualify for certification under Section 8(a) receive assistance from the
SBA as well as mentorships from cooperating established industry leaders to help them

navigate the federal contracting arena.

Certifications through Section 8(a) are limited to a maximum of nine years, with
reviews conducted annually (“8(a) Business Development Program”). Women Owned
Small Businesses (WOSB) and Service Disabled Veteran Small Businesses (SDVOSB)
can qualify for Section 8(a) benefits but also have specific set asides in place for five
and three percent of total prime contract obligations, respectively. WOSBs and
SDVOSBs do not have a time limit for the certification of their access to these set
asides, but WOSBs must update their certification status annually to retain their

benefits.16

Shifting from demographic considerations to issues such as promoting
innovation, Congress created the Small Business Innovation Research (SBIR) program
in 1982 and the Small Business Technology Transfer (SBTT) Program in 1992. These
two programs encouraged federal agencies to award R&D contracts to small
businesses when the federal agencies had the economic means to do so. These
programs are set up so that firms are supported through a three-phase process that
works to solicit competition from small businesses that don't traditionally work with

government.

The first two phases aim to meet current federal agency acquisition demands (for
instance, the DoD offers approximately 600 topics of research annually), where

businesses are awarded funding to propose ideas (Phase I) and detailed proof of

14 Bean, Beyond the Broker State, 66.

15 Grammich, C. Edison, T., Moore, N., & Keating, E. Small Business and Defense Acquisitions, 16-17.

16 Women-Owned Small Business Federal Contracting program. (n.d.). Retrieved July 18, 2018, from
https://www.sha.gov/federal-contracting/contracting-assistance-programs/women-owned-small-business-federal-
contracting-program



concepts (Phase 11).1” Nearly 2,500 Phase | (1,539) and Il (943) awards were granted to
small businesses in 2017 for DoD programs.'® Phase Il of the contract awards concern
development and commercialization. Government contracts that carry a Phase |l project
into Phase IIl are not funded through SBIR/SBTT, instead utilizing funds from other DoD
programs or from a major DoD prime contractor. The DoD has steadily increased t