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Executive Summary

According to a report on the small business economy commissioned by the Small Business Administration,
the entrepreneurial sector has been declining as a share of the U.S. economy for many years.! This decline is
an unhealthy sign. Small businesses have traditionally created the majority of new jobs and developed the
innovations that have propelled the national economy. They are also the cornerstones of local communities
and create important pathways to the middle class for many individuals. Reinvigorating the entrepreneurial
spirit should be a top policy priority as a result.

The regulatory burden in the U.S. is, in part, responsible for the relative decline in the entrepreneurial sec-
tor. A study by Crain and Crain (2014) estimates that as of 2012, the regulatory environment imposed over
$2 trillion in costs, and that these costs were more burdensome on small businesses and entrepreneurs than
large businesses.? The complex regulatory state also wastes millions of hours of work on low-productivity
compliance activities that overwhelms many small businesses because they lack the scale to effectively man-
age the regulatory costs and red tape. Excessively burdensome labor regulations, like occupational licensing
requirements and workers compensation costs, are a large part of this problem.

Excessive labor regulations are also a deterrent to starting a risky entrepreneurial venture. According to
the Small Business Administration, only 50 percent of new businesses last more than five years.? For those
businesses that do fail, the owners will often need to regain their financial stability after the bankruptcy,
which will often require taking on a full-time job before they can try another business venture. Overly
burdensome labor regulations lead to a more rigid labor market, making it more difficult for former en-
trepreneurs to regain their financial stability or less likely to strike out on their own again once they have.
Thus, the less dynamic labor market caused by excessive regulations also contributes to a less dynamic
entrepreneurial market.

A large number of studies that have evaluated the connection between a growing regulatory burden and
the health of the entrepreneurial sector have concluded that over-zealous regulations are harmful. Dawson
and Seater (2013); Coffey, McLaughlin, and Peretto (2016); Brannon and Batkins; Sobel, Clark, and Lee
(2007); Bailey and Thomas (2015); and, Crain and Crain (2014) all found that regulations negatively im-

pact the vibrancy of the entrepreneurial sector.

After reviewing these studies, this analysis reviews the relationship of three different measures of the regu-
latory burden at the federal and state level to determine whether a growing regulatory burden is associated
with a less vibrant entrepreneurial sector. All three measures confirm this association.

The first measure uses a common method for measuring the burden from federal regulations — counting up
the pages in the Federal Register, or the compilation of the proposed and final administrative regulations
published daily by the federal government. Examining the size of the Federal Register between 1988 and
2014, there were periods when it was growing in length, and periods when it was shrinking. During the
three periods when the Federal Register was growing, the decline in the entrepreneurial economy’s share of
payrolls and employment accelerated, and during the two periods when the Federal Register was shrinking,
the decline generally decelerated.
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The second measure adopts an alternative measure of the federal regulatory burden, and also confirms
these results. This alternative measure of the regulatory burden, which has been suggested by Simkovic
and Zhang, makes the logical association that the industries facing a larger regulatory burden also spend a
higher amount on employees whose jobs include navigating, complying with, and shaping regulations (e.g.
legal and compliance employees).*

Using the Simkovic and Zhang definition of “regulation-related occupations,” I estimate the share of em-
ployment in the regulatory-related occupations by industry, based on data from the Bureau of Labor Sta-
tistics (BLS) Occupational Employment Statistics (OES), excluding the Professional, Scientific, and Tech-
nical Services industry.’ The category of professional services was excluded from the analysis because it
includes legal services, and is, consequently, skewed
toward regulatory-related occupations by definition.
The share of employment in regulatory related occu-

pations is then compared to the share of employment ‘ ‘ This ana|ysi S illustrates that
represented by small businesses for each industry. those states that impose a

This analysis finds that there is a strong negative re-

lationship between the industries that require more less burdensome regulatory
regulatory-related occupations and small businesses’ environment tended to

share of employment in that industry.

experience stronger growth
The third measure examines the impact from labor in small business payrolls
regulations on the entrepreneurial sector. Specifically,
I apply the methodology behind Pacific Research
Institute’s Small Business Regulation Index to rank extent, stronger growth in

and, to a slightly lesser

the states based on how burdensome the labor regu-
latory environment is. The analysis ranks the states
based on seven labor regulatory categories: workers
compensation costs, occupational licensing require-
ments, state minimum wages, right to work laws,
mandatory medical benefits, unemployment insurance, and short-term disability regulations.® All regula-
tory burdens are measured as of 2014, since this is the last year of small business payroll and employment
data evaluated. Across the seven labor regulatory categories, Virginia has the most entrepreneurially friend-
ly regulatory environment, followed by North Dakota, Georgia, Kansas, and Alabama. The least friendly
regulatory environments can be found in Washington, Connecticut, Rhode Island, California, and New

Jersey.

employment.

I then compare the varied state labor regulations to the growth in small business employment and the
growth in small business payrolls in each state to examine whether there is a negative association be-
tween the states with more burdensome labor regulations and the vibrancy of the entrepreneurial sector.
This analysis illustrates that those states that impose a less burdensome regulatory environment tended to
experience stronger growth in small business payrolls and, to a slightly lesser extent, stronger growth in
employment.

Specifically, the top 33 percent of states (those states with the least burdensome regulatory environments)

saw significantly faster growth in payrolls compared to all other states and experienced either a significantly
smaller decline in employment (for businesses with O to 4 employees) or growth in employment (for busi-
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nesses with less than 500 employees) compared to employment declines in all other states.” These results
provide further support to the common-sense notion that excessive government regulation of labor markets
makes it more difficult for the entrepreneurial sector to thrive, and are an important contributor to a less
vibrant entrepreneurial sector.

The policy implications from these findings are straightforward.

First, stop the current push to increase the regulatory burden on the entrepreneurial sector that is being ad-
vocated by too many national and state policymakers. A national $15 minimum wage is, perhaps, the most
visible ill-advised increase in the labor regulatory environment that is widely under consideration. If adopt-
ed, the large increase in the minimum wage would undoubtedly discourage entrepreneurship further. The
impact of New York City’s recent increase in the minimum wage to $15 per hour demonstrates the likely
consequences — including lost jobs and fewer hours
for those people who maintain their jobs, particu-
larly in the restaurant and hospitality industries.® If
a $15 minimum wage has reduced jobs and raised

‘ ‘ The lesson for the federal prices in high-cost New York City, imagine the im-

government and high pact of a $15 minimum wage if it were implemented
regulation states is clear:

in more affordable cities like Kansas City, MO.

implement broad-based Second, reinvigorating the entrepreneurial sector
r latorv reforms th requires more than simply defeating ill-considered
egu ato y Teto _S that proposals like the $15 minimum wage. Despite the
lessen the compliance recent (still insufficient) regulatory improvements at
costs for businesses, the federal level, overly-burdensome regulations at

the federal and state level are still harming the en-
trepreneurial economy.

but particularly small
businesses.

Take Connecticut’s overly-burdensome occupation-
al licensing laws as an example. An aspiring bar-
ber in Connecticut must complete 1,000 hours of
training before he or she can become a barber. Put
differently, an aspiring barber must devote 6 months of his or her life toward full-time training (assuming
they train 8 hours a day, 5 days a week) to meet the government mandated licensing requirements.” Clearly,
these requirements increase the costs to become a barber, which translates into higher employee costs for
current (or aspiring) entrepreneurs. Basic economic logic illustrates that increasing the cost of an activity,
decreases its amount; in this case, meaning there will be decreased entrepreneurship.

Excessive workers compensation costs are another anti-growth regulation that discourages entrepreneur-
ship, and should be reformed. For example, at 188 percent of the median workers compensation costs
($1.85 per $100 of payroll), California had the highest costs according to Oregon’s Department of Con-
sumer and Business Services 2014 analysis (as of 2018, California still had the second-highest rate just be-
low New York’s).!” North Dakota, at 47 percent of the median costs, had the lowest, and North Carolina’s
workers compensation costs was the median. This means that a firm with a $1 million payroll would spend
around $8,700 annually on workers compensation costs in North Dakota and $18,500 annually in North
Carolina, but approximately $34,800 annually in California. Such a large additional cost burden reduces
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the profitability from engaging in entrepreneurial ventures in California compared to the same venture in
North Carolina or North Dakota. These higher costs will lead to fewer entrepreneurial efforts. Reforming
California’s overly-expensive workers compensation costs could help reduce these costs and encourage
greater entrepreneurship in the state.

Similar logic applies to all of the regulatory categories reviewed. The lesson for the federal government
and high regulation states is clear: implement broad-based regulatory reforms that lessen the compliance
costs for businesses, but particularly small businesses. By lessening the burden from regulations, including
labor regulations, the government can help reinvigorate the entrepreneurial sector. As a result, economic
growth will accelerate, and there will be more opportunities for people to better their lives and improve
their communities.
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Introduction

Entrepreneurship drives the U.S. economy. It fuels economic growth, creates new well-paying jobs, and
provides consumers with better products and services. Entrepreneurship undoubtedly depends on individ-
ual creativity and vision, but fostering the right policy environment is equally essential. While the right
policy environment incents entrepreneurs to fulfill the needs and desires of consumers, the wrong policy
environment disincentivizes entrepreneurs from serving consumers’ interests and, thus, reduces the social
benefits created by entrepreneurial efforts.

Incentivizing crony capitalism is one way that entrepre-
neurship’s benefits are diminished by the wrong policy en-

“ This paper is the first ‘ diminish

. . vironment. Crony capitalism distorts free markets by sub-
in a series of PRI jugating the needs and desires of individual consumers to
analyses that will the will of the political class. Crony capitalism grows as

the government expands its control over more parts of the

examine the impact

economy, often in the name of “protecting consumers”. The

of regulations on expansion of government influence fundamentally chang-
small businesses and es the incentives current (and budding) entrepreneurs face.

Unfortunately, as the profitability of serving the political
entrepreneurs- class increases, entrepreneurs can earn more money by

pleasing government officials rather than pleasing consum-
ers. The inevitable result of crony capitalism is declining
innovation, stagnating incomes, diminishing job growth,
and broad-based economic malaise.

Other policies discourage entrepreneurship by decreasing the reward from engaging in market-driven en-
trepreneurial activities. These policies include the imposition of excessively burdensome regulations, the
subject of this analysis. Striking the ideal regulatory balance is difficult to say the least. Some amount of
regulation is necessary to enable commerce, protect the environment, and establish core public safety. With
respect to the productive side of the economy, ideally these regulations would impose the lowest possible
compliance costs on businesses as possible, and not disadvantage some businesses relative to others.

This paper is the first in a series of PRI analyses that will examine the impact of regulations on small busi-
nesses and entrepreneurs. The purpose of this paper is to document the vital role entrepreneurs play, the
evidence that illustrates how regulations obstruct this role, and the costs associated with labor regulations
in particular.

The analysis begins with a quick review of the economic benefits created by small businesses and entre-
preneurship. These benefits include economy-changing innovations from entrepreneurs whose innovations
quickly become the large companies of tomorrow (think Google in 1998). Large economic benefits are
also created by small businesses that (often by intention) remain small. These small businesses offer fam-
ilies a pathway to the middle class, and are the economic foundations for many communities. In fact, a
healthy small business sector driven by individual entrepreneurship is historically connected to broad-based,
widely-shared, economic growth. Documenting these benefits is crucial because the growing regulatory
state is interfering with the ability of individuals to start their own businesses and work their way up to the
middle class.

Breaking Down Barriers to Opportunity



Next, the study documents how current overly-burdensome regulations stifle entrepreneurship and small
businesses. Beyond reviewing the studies that have examined this issue, this section uses alternative mea-
sures of the regulatory burden to illustrate that a more burdensome regulatory environment is negatively
associated with a healthy small business and entrepreneurial sector.

Having connected the growing regulatory burden to a diminished small business sector, the study then
leverages the labor regulation components of Pacific Research Institute’s Small Business Regulation Index
to illustrate that the states with more burdensome labor regulations also have less robust small business
sectors. This result makes sense. It is costlier, relatively speaking, for small businesses to comply with labor
regulations than large businesses. It follows that labor regulatory reform is an important policy change that
will meaningfully strengthen the small business sector and entrepreneurship.

This analysis illustrates that the negative impacts from overly-burdensome labor regulations on small busi-
ness growth and entrepreneurship, ironically, harms workers both directly (by reducing opportunities for
entrepreneurship) and indirectly (by reducing the number of employment opportunities created by current
small businesses and entrepreneurs). The result is a slower growing economy that provides fewer opportu-
nities for advancement. Countering these negative consequences requires broad-based regulatory reforms
that lessen the regulatory burden on businesses and particularly small businesses.

Future papers will provide a deeper analysis into important topics that will not be analyzed in sufficient
depth in the current study. These topics include: the negative impact fewer entrepreneurial opportunities
impose on lower income groups; industry specific considerations, highlighting the industries that are dis-
proportionally impacted by specific regulations; and deep dive analyses into the technology and health care
sectors.

The Vital Role of Entrepreneurs

Entrepreneurs and small businesses (also referred to as the entrepreneurial sector) serve vital roles in the
U.S. economy. When entrepreneurs start small businesses, they are trying to create a better life for them-
selves and their families, including a more financially secure future. These opportunities are particularly
valuable for individuals who are attempting to secure a middle-class lifestyle.!

While entrepreneurs are improving the financial future for their own families, many of these ventures also
hire employees, creating jobs and a steady income that benefit the broader local community. In fact, small
businesses and start-ups are, traditionally, an important driver of job growth. According to the Small Busi-
ness Administration, “from 2000 to 2017, small businesses [including those small businesses that became
large businesses] created 8.4 million net new jobs while large businesses created 4.4 million. Thus, they
accounted for 65.9% of net new job creation in the period.”*?

The economic value created by small businesses goes beyond job creation as well. Bruce et. al. (2009) ex-
amined state level data from 1988 through 2002, accounting for the interactions between business activity
and economic growth, finding “that overall economic growth is faster when the net birth rate of new small
firm establishments is positive.”"
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Similarly, Holtz-Eakin and Kao (2003) quantified the “relationship between productivity growth — by
state and by industry — and entrepreneurship.”* Productivity growth is essential for both strong economic
growth and robust and sustainable wage growth. With respect to the beneficial impact from entrepreneur-
ship, Holtz-Eakin and Kao (2003) found a statistically significant relationship between “increases in the
birth rate of firms” and “higher levels of productivity”. These results confirm the vital role that the entre-
preneurial sector plays in driving broad-based, widely-shared, economic growth.

Entrepreneurship also serves as an important means for maintaining a middle-class lifestyle. As summa-
rized in a 2015 Milstein Symposium report,

in a 2009 survey by the Kauffman Foundation, 72% of entrepreneurs came from self-de-
scribed “middle-class” backgrounds, and 22% reported being from “upper-lower class” fam-
ilies headed by blue-collar workers. And a 2012 survey by Small Business Majority found
that of the 54% of small business owners whose revenues are reported as personal income,
just 5% claimed incomes of over $250,000.

In short, entrepreneurship is a widely dispersed, crucial element of the U.S. economy. It
comprises a rich tapestry of sizes, industries, and aspirations. It includes not only gazelles,
but also owners of salons, filling stations, brewpubs, and web design firms. They are all part
of the same web of economic growth—one that is vital to strengthening the middle class.”

Entrepreneurship can also improve social mobility, particularly for minorities. According to the Hamilton
Project,

A recent study found that among African Americans, entrepreneurs were more likely than
non-entrepreneurs to move into a higher income group. Perhaps most importantly, the
study found that African American entrepreneurs were as likely to move into higher in-
come groups as were white entrepreneurs, indicating that entrepreneurship could play a
prominent role in reducing the wealth gap between whites and African Americans. Entre-
preneurship may help close the gender wealth gap as well.'¢

While many small businesses will remain small, these businesses represent only part of the entrepreneurial
economy. Small businesses are typically the incubators for new innovations, better products and services,
and new sources of market competition that help discipline the market. In so doing, these small businesses
(who may not remain small for long) ensure that consumers benefit from better quality goods and services
at more affordable prices.

Despite the importance of entrepreneurship, there are signs that the entrepreneurial sector is stagnating.
In a report on the small business economy that was commissioned by the Small Business Administration,

Kobe (2012) found that

the small business share of many of the industry sectors has been slowly declining. For
example, the small business share of the trade sector has declined from over 50 percent
in 1998 to about 44 percent by 2008. The professional and technical services sector has
gone from about 70 percent small business in 1998 to roughly 60 percent in 2008. About
56 percent of the health services sector output was produced by small businesses in 1998
compared to about 52 percent by the end of the decade.’”
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Overall, Kobe documented that since the methodology was updated as of the 2002 data, small businesses’
share of total economic output (GDP) fell from 48 percent in 2002 to less than 45 percent in 2010.' Re-
porting on the troubling trends in the entrepreneurial sector, Leigh Buchanan has noted that

the U.S. startup rate has been falling for decades. The Kauffman Foundation, citing its
own research and drawing on U.S. Census data, concluded that the number of companies
less than a year old had declined as a share of all businesses by nearly 44 percent between
1978 and 2012. And those declines swept across industries, including tech. Meanwhile,
the Brookings Institution, also using Census data, established that the number of new
businesses is down across the country and that more businesses are dying than are being
born. All this at a time when entrepreneurship had reached its cultural apex and was widely
viewed as the sole sizzling ember in an otherwise cooling economy. The business and aca-
demic worlds were left slack-jawed: How could this be?

The implications are huge. “New businesses are disproportionately responsible for the in-
novation that drives productivity and economic growth, and they account for virtually all
net new job creation,” says John Dearie, executive vice president for policy at the Financial

Services Forum. “I would say, as a policy person, this is nothing short of a national emer-

”»19

gency.

The decline in entrepreneurship is disconcerting from an income inequality perspective as well. Concerns

of widening income inequality in the U.S. have heightened as
of late. The decline in entrepreneurial activities, particularly
the opportunity for low-income individuals to engage in en-
trepreneurial ventures, is an important contributor to these
concerns. While Buchanan explored many factors, such as de-
mographics and funding constraints, an oft-cited contributor
to the problem is managing the regulatory maze. Not only
have burdensome regulations, particularly labor regulations,
added to the problem of declining entrepreneurship, many
regulations, such as occupational licensing requirements, im-
pose a particularly onerous burden on the types of businesses
that low-income individuals are more likely to create, such as
restaurants or landscaping services.

“ ...the losses lower-
income families suffer
from lost innovations

may be a higher
burden as well.

Excessive regulations also indirectly harm lower-income families. First, regulations reduce overall econom-
ic growth. Lower-income families and lower-skilled workers often experience the largest income losses

during periods of slow economic growth. Second, low-income Americans disproportionately suffer as con-

sumers when regulations discourage entrepreneurial ventures. For example, Fraiberger and Sundararajan

(2017) found that the sharing economy has “a disproportionately positive effect on lower-income consum-

ers across almost every measure,” which encompasses their participation as both sellers and consumers.*
Therefore, the losses lower-income families suffer from lost innovations may be a higher burden as well.

Incenting an Entrepreneurial Society: A Regulatory Perspective
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Rising Regulations, Declining Entrepreneurship

The current regulatory burden in the U.S. is far too onerous. A study by Crain and Crain (2014) estimates
that as of 2012, the regulatory environment imposed over $2 trillion in costs on businesses and entrepre-
neurs.” The complex regulatory state also promotes crony capitalism, wastes millions of hours of work on
low-productivity compliance activities, and distorts the capital structure. Fundamental regulatory reforms
are, consequently, necessary.

While fundamental reforms are still necessary, it is important to note that progress has been made recent-
ly. As exemplified by federal regulatory budget savings, the regulatory assault that accelerated under the
Obama Administration has been reversed.?> However, much more still needs to be done at both the federal
and state levels.

Focusing on labor regulations, excessively burdensome
labor regulations, like occupational licensing require-
ments and workers compensation costs, are dampening

‘ ‘ Excessive labor

beneficial entrepreneurship in a number of ways. Labor

regulations can also regulations increase the costs of operating a small busi-
ness, which increases the likelihood of failure. They also

become a deterrent y
.. impose a higher cost burden on small businesses rela-
to engaging in tive to their larger competitors because small businesses
entrepreneurial ventures lack the scale to effectively manage the regulatory costs

and red tape. In contrast, larger well-established com-

in the first place.

panies have the scale to more efficiently manage regula-

tory compliance costs than smaller firms. Consequently,
burdensome labor regulations put small businesses at a
competitive disadvantage.

Excessive labor regulations can also become a deterrent to engaging in entrepreneurial ventures in the first
place. When people start an entrepreneurial venture, the risk of failure looms large. According to the Small
Business Administration, only 50 percent of new businesses last more than five years.” For those businesses
that do fail, the owners will often need to regain their financial stability after the bankruptcy, which will
often require taking on a full-time job before they can try another business venture. Overly burdensome
labor regulations lead to a more rigid labor market, making it more difficult for former entrepreneurs to
regain their financial stability and less likely to strike out on their own again once they have. Thus, the less
dynamic labor market caused by excessive regulations indirectly contributes to a less dynamic entrepreneur-
1al market.

Restoring a vibrant entrepreneurial market requires a commitment to regulatory reforms that foster a less
rigid, more vibrant, labor market. Reforming labor regulations can meaningfully increase the amount of
entrepreneurship in the economy by relieving current, and aspiring, entrepreneurs of the onerous and un-
necessary regulations that muzzle their potential. A more vibrant entrepreneurial sector will, consequently,
improve economic growth and restore an effective pathway for people to create a more prosperous future
for themselves and their children.

Breaking Down Barriers to Opportunity



This link between a growing regulatory burden and slower economic growth has been well documented.
For instance, Dawson and Seater (2013) examined the relationship between federal regulations and eco-
nomic growth.? The analysis found a statistically significant relationship between the rising regulatory
burden and declining economic growth. Overall, Dawson and Seater found that between 1949 and 2005,
the growth in federal regulations was responsible for a 2.0 percentage point decline in the average annual
growth rate in the U.S. economy.?

The findings of Coffey, McLaughlin, and Peretto (2016) confirm this negative impact, finding “...that
economic growth has been dampened by approximately 0.8 percent per annum since 1980. Had regula-
tion been held constant at levels observed in 1980, our model predicts that the economy would have been
nearly 25 percent larger by 2012 (i.e., regulatory growth since 1980 cost GDP $4 trillion in 2012, or about
$13,000 per capita).?

A negative economic impact has also been found with respect to labor regulations. Brannon and Bat-
kins examined the expected economic impact from the increased labor regulations in the final year of the
Obama Administration.”” Brannon and Batkins study examined

the costs of six major labor policy regulations recently enacted or set to be implemented
soon. While the impact of these regulations crucially depends on the relevant industries,
the aggregate costs estimated for these regulations using independent, nonagency estimates
that also account for the burden of demonstrating compliance approach roughly $80 billion
over the next ten years, as well as over 400 million paperwork hours.

Our analysis includes a broad range of direct short-term job losses from these regulations.
This range of short-term job losses stemming directly from regulatory compliance with
these regulations is estimated at 155,000 jobs in our analysis.?

A growing regulatory burden also negatively impacts productivity growth. For example, the study by Daw-
son and Seater (2013) found a significant link between the rising regulatory state and declining productiv-
ity growth. Consequently, the growing regulatory burden
is related to the problem of declining productivity and
stagnating wages. Since small businesses are often the

economic innovators driving productivity growth, the n ntly, th
Dawson and Seater findings also have important impli- ‘ ‘ g:)o S_enqgueeg yl’atof—
wing regulatory

cations for the entrepreneurial sector.
burden is related to the
Sobel, Clark, and Lee (2007) note that the regulatory

barriers to competition “have a strong negative impact

problem of declining
on entrepreneurial activity in an economy.”” Calcagno productivity and

and Sobel (2014) confirm that larger regulatory burdens
harm the smallest businesses the most.*® Specifically, the
study empirically examined “the relationship between
the size distribution of establishments and the level of
regulation using state- and industry-level panel data

stagnating wages.

Incenting an Entrepreneurial Society: A Regulatory Perspective
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from 1992 to 2004. Our results suggest that regulation decreases the proportion of zero employee and 1 —4
employee establishments. The proportion of establishments in the 5-9 employee range generally increases
with the level of regulation. Thus, regulation appears to operate as a fixed cost causing establishments to
be larger.” Similarly, a study by Bailey and Thomas (2015) confirms the hypothesis that regulation inhib-
its business growth and job creation while protecting larger, existing businesses.** Specifically, Bailey and
Thomas (2015) found:

& Firm births. A 10% increase in the intensity of regulation leads to a statistically significant
0.5% decrease in overall firm births. There is a statistically significant decrease among births
of small firms but no statistically significant effect on births of large firms, confirming the
hypothesis that incumbent firms benefit from regulation because it deters new entrants.

® Firm deaths. Regulation had no statistically significant effect on firm deaths. Regulation
drives away new entrants, but does not put existing firms out of business. In fact, there is
some evidence that firm deaths may decrease with increased regulation as businesses benefit
from less competition.

& New hires. A 10% increase in regulation is associated with a statistically significant 0.9%
decrease in hiring among all firms and a 0.5% decrease specifically among small firms.*

The Crain and Crain (2014) analysis quantifies how the burden from regulations vary between large firms
and small firms.** While the average regulatory cost per employee in 2012 (measured in 2014 dollars) was
$9,991, the cost per employee for firms with fewer than 50 employees was $11,724, or 29 percent higher
than the cost for firms with 100 employees or more ($9,083 per employee).

In its 2017 evaluation of the economic costs of regulations, particularly for small businesses, the U.S.

Chamber found:

# Government regulations have a sizable impact on free enterprise in America, disproportion-
ately impacting small businesses.

# Federal regulations alone are estimated to cost the American economy as much as $1.9 tril-
lion a year in direct costs, lost productivity, and higher prices. The costs to smaller businesses
with 50 employees or fewer are nearly 20% higher than the average for all firms.

® Every $1 increase in per capita regulatory expenditures are directly correlated with decreases
in the smallest firms (those employing between one and four persons) by 0.0156%, a figure
whose burden quickly adds up.

# Based on the current regulatory climate, nearly one in three chamber executives we spoke
with as a part of this project say they would not actively encourage new business establish-
ment and relocation in their regions. More than two-thirds reported that federal regulations
have become “more” or “much more” significant over the past several years.®

Breaking Down Barriers to Opportunity



Consistent with these empirical findings, the entrepreneurial sector often complains about the cost of
complying with the growing regulatory burden. The NFIB, an association of small businesses, performs
monthly surveys of the single most important problem facing small businesses. The burden from govern-
ment regulations and red tape, while down from around 20 percent of firms who reported regulations as
the largest problem during the Obama years, as of January 2019, 12 percent of firms still listed regulations
and red tape as their single largest challenge.*

In light of these clear negative impacts, it is important to note that there have been positive movements
recently. For instance, the Office of Management and Budget has recognized that regulations are a larger
burden on smaller businesses, noting that

...many statutes and regulations explicitly attempt to reduce burdens on small businesses,
in part to promote economic growth and in part to mitigate against unnecessary or unjus-
tified costs and adverse effects on employment and wages. For example, agencies frequently
tailor regulations to limit the costs imposed on small businesses and to offer regulatory
relief, including explicit exemptions for small businesses and slower phase-in schedules,
allowing adequate periods of transition. Moreover, the Regulatory Flexibility Act (RFA)
requires agencies to assess the effect of regula-

tions on small businesses.?’

Acting on this realization, there has been a decline in the
growing regulatory burden on small businesses recently,

‘ ‘ |dentifying the negative

which has been documented by Crews in the 2018 edi- impact of regu|ati0ns
on the entrepreneurial

tion of Ten Thousand Commandments.*® Despite these

positive changes, the growth disincentives for small o )

businesses created by the overly-burdensome regulato- sector is imperative

ry state persists. Further, the drive for a $15 minimum in ||ght of the well-

wage exemplifies that support for a continued regulatory ..
documented decline in

onslaught, particularly with respect to labor regulations,

continues. entrepreneurship.

Identifying the negative impact of regulations on the

entrepreneurial sector is imperative in light of the

well-documented decline in entrepreneurship. One dif-

ficulty that all regulatory analyses face is how to measure

the regulatory burden. An oft-used measure is to simply count the number of pages in the Federal Register,
or the daily journal where all new rules, executive orders, and agency policies are published. Based on this
measure, the federal regulatory burden has grown dramatically, but this growth has not been consistent.
Figure 1 illustrates this trend by presenting the size of the Federal Register between 1936 and 2018.
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Figure 1 presents several important trends as it relates to the federal regulatory burden. First, the regu-
latory surge of the 1970s, along with the deregulation of the Reagan years are clearly evident. Since the
end of the 1980s deregulation, the federal regulatory burden has been creeping back up, with a late-term
surge during the end of the Obama years, followed by the large reduction during President Trump’s first
two years.

FIGURE 1 NUMBER OF PAGES IN THE FEDERAL REGISTER
1936 - 2018
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Focusing on the period since the late-1980s, the growth in the regulatory burden as measured by the
size of the Federal Register has cycled between periods of a growing burden (the early-1990s, late 1990s,
and between 2009 and 2014), and periods of a declining burden (the mid-1990s and early 2000s). These
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changes in the regulatory burden were associated with predictable changes to the growth patterns of
small businesses. To visualize these patterns, it is important to first document the relative decline of the
small business sector during this period, see Figures 2 and 3. Figure 2 compares the share of total busi-
ness payrolls for three business size categories: the smallest businesses, or those with O to 4 employees;
small businesses, or those businesses with less than 500 employees, which is a key threshold used by the
Small Business Administration to distinguish small businesses from large businesses; and large business-
es, or those businesses with more than 500 employees. Figure 3 makes the same comparisons based on
share of employment.

FIGURE 2 SHARE OF TOTAL PAYROLL BY FIRM SIZE
SMALLEST FIRMS (0 — 4 EMPLOYEES), SMALL FIRMS (LESS THAN 500 EMPLOYEES),
AND LARGE FIRMS (GREATER THAN 500 EMPLOYEES), 1988 - 2014
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Incenting an Entrepreneurial Society: A Regulatory Perspective

17



18

FIGURE 3 SHARE OF TOTAL EMPLOYMENT BY FIRM SIZE
SMALLEST FIRMS (0 — 4 EMPLOYEES), SMALL FIRMS (LESS THAN 500 EMPLOYEES),
AND LARGE FIRMS (GREATER THAN 500 EMPLOYEES), 1988 - 2014
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Starting with Figure 2, large firms accounted for approximately 51 percent of the total payrolls as of 1988.
This share has grown consistently throughout this period, and by 2014, large businesses’ share of payrolls
have grown to around 58 percent. By definition, the decline in small businesses’ share of payrolls was the
inverse of the large businesses’ gain, but what is interesting is that the smallest businesses (those with 0 to
4 employees) saw an even steeper drop in their share of payrolls (on a percentage decline basis). Based on
small businesses’ share of payrolls, there has been a steady decline in the small business sector relative to
larger businesses.

While there are differences, a similar trend holds for small businesses’ share of employment (Figure 3).
Large businesses’ share of employment has grown approximately 6 percentage points. And, like with the
share of payrolls, the share of employment with the smallest firms, while a bit more volatile during the early
2000s, has experienced a steeper decline than the declines for overall small businesses. These trends provide
turther support that the entrepreneurial economy has been declining relative to the large business economy.

After accounting for small businesses’ declining share of employment and payrolls, there is a clear associ-
ation between the rates of decline in the entrepreneurial economy and the surges and declines in the reg-
ulatory burden illustrated in Figure 1. These patterns (up to 2014, the latest small business data available)
are summarized in Table 1.
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TABLE 1 CHANGES IN THE NUMBER OF PAGES IN THE FEDERAL REGISTER COMPARED TO
CHANGES IN THE ENTREPRENEURIAL SECTOR’S SHARE OF PAYROLLS AND EMPLOYMENT
1988 - 2014

federal | of ayrols | Changen Share o Employment
Register (in basis points)
0-4 | <500 | 500+ 0-4 <500 500+
Growing Regulatory Burden 4.9% (9.02) | (42.88) | 42.88 (7.07) (37.68) 37.68
Declining Regulatory Burden -1.2% (4.73) | (18.52) | 18.52 (1.81) (21.30) 21.30

Source: Author calculations based on data from the Small Business Administration and Federal Register

Table 1 categorizes the 1988 through 2014 period based on whether the size of the Federal Register was
growing or declining. It illustrates that during the three periods when the size of the Federal Register was
growing, the decline in the entrepreneurial economy’s share of payrolls and employment accelerated, and
when the Federal Register was shrinking, the decline generally decelerated. By definition, the opposite ef-
fect occurred for large businesses’ share of payrolls. This association is consistent with the findings from the
studies examined above — a growing regulatory burden discourages growth in the entrepreneurial economy.

Using the size of the Federal Register as a proxy for the size of the regulatory burden leaves important ques-
tions unanswered, however. For instance, a regulation could require few pages in the Federal Register yet
still impose large costs on businesses, and vice versa. In response to some of these shortcomings, Simkovic

and Zhang developed

a novel approach based on the assumption that the burdensomeness of regulations is re-
flected in the response of regulated firms to those regulations. When industries are more
intensely regulated, firms within those industries spend relatively more on employees
whose jobs entail navigating, complying with, and shaping regulations—principally legal
and compliance employees. We scale such expenditures relative to total employment costs.*

The Simkovic and Zhang insight is straightforward. If the firms in an industry have to hire more lawyers,
paralegals, and compliance officers, then it is likely that these industries must comply with a heavy reg-
ulatory burden. Using the Simkovic and Zhang definition of “regulation-related occupations,” I estimate
the share of employment in the regulatory-related occupations by industry based on data on occupation
by industry that is maintained by the Bureau of Labor Statistics (BLS) Occupational Employment Sta-
tistics (OES), excluding the Professional, Scientific, and Technical Services industry.*® The category of
professional services was excluded from the analysis because it includes legal services, and is, consequently,
skewed toward regulatory-related occupations by definition. The share of employment in regulatory related
occupations is then compared to the share of employment represented by small businesses for each indus-
try. These results are presented in Figure 4.
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FIGURE 4 EMPLOYMENT IN REGULATORY-RELATED OCCUPATIONS COMPARED TO
SMALL BUSINESS SHARE OF EMPLOYMENT
MAJOR INDUSTRIES
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The dots in Figure 4 each represent an industry (construction, manufacturing, information services, etc.)
The further a dot is along the horizontal axis, the higher the share of regulatory-related occupations in the
industry’s employment. The higher a dot is along the vertical axis, the higher small businesses’ share of in-
dustry employment is. As the red dotted line in Figure 4 indicates, there is a generally negative relationship
between the industries that require more regulatory-related occupations and the small businesses’ share of
industry employment. Put more simply, small businesses have a harder time thriving in the industries that
must manage more government regulations. This result is consistent with the empirical studies cited earlier
and argues that continued deregulation is required in order to encourage more entrepreneurship and small
businesses.
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Entrepreneurial Growth Impediments Caused by
Excessive Labor Regulations

Having established a negative impact from regulations on the entrepreneurial sector, it is also useful to un-
derstand the impact from labor regulations in particular. Labor regulations directly impact the operations of
most businesses regardless of their industry, so their impact on entrepreneurship is particularly important.

Labor regulations are promulgated at both the federal and state levels. The varied labor regulations across
the states provide a useful dataset to test whether there is a negative impact from more burdensome labor
regulations on the entrepreneurial sector. As illustrated below, the state experiences demonstrate that states
with less favorable regulatory environments experience slower growth in the entrepreneurial economy,
particularly payroll growth.

States impose a wide array of restrictions that, by definition, have varying impacts on small businesses. This
analysis evaluates states based on the following seven labor regulatory categories: workers compensation,
occupational licensing requirements, state minimum wages, right to work laws, mandatory medical bene-
fits, unemployment insurance, and short-term disability
regulations. All regulatory burdens are measured as of
2014, since that is the last year of small business payroll

and employment data evaluated. ‘ ‘ The workers
Each one of these regulations imposes additional costs com pensation insurance
on all businesses but, due to their smaller size, impose a requirements for many

higher burden on the entrepreneurial economy relative

to the large business economy. For a more in-depth dis- states are rlgld and
cussion of why these regulations are expected to dimin- Over|y_cost|y, Creating

ish the vitality of the entrepreneurial sector, see Pacific

a less efficient method

Research Institute’s Small Business Regulation Index.”!

To combine these varied regulations into a summa- for small businesses
ry measure of the relative burden of each state’s labor to compensate their
regulations, this section applies the methodology of the

Small Business Regulation Index, using updated data workers.

where appropriate.*

Starting with workers compensation insurance, each

state imposes regulations on businesses mandating that

employers provide insurance for workers who are injured

on the job. The workers compensation insurance requirements for many states are rigid and overly-costly,
creating a less efficient method for small businesses to compensate their workers. Consequently, the states
with workers compensation insurance systems that impose unnecessarily high costs on small businesses are
diminishing economic efficiency, increasing costs, and creating a disincentive for small businesses to grow
and expand their payrolls. Each state’s workers compensation program is ranked based on the state-im-
posed workers’ compensation costs adjusted for industry composition as calculated by the Oregon Depart-
ment of Consumer and Business Services.*
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Occupational licensing requirements erect barriers to entry for budding entrepreneurs to the benefit of
current businesses. The stricter the licensing and certification rules, the greater the barriers to entrepre-
neurship. States that impose greater occupational licensing restrictions experience slower growth in the
creation of small businesses and in employment by small businesses. As was measured in the Sma// Business
Regulation Index, the burden from each state’s occupational licensing laws are based on a combination of

the number of job categories that require a license and the share of the workforce that is licensed and/or
certified.*

In total, 29 states establish a minimum wage threshold above the national minimum wage of $7.25 per
hour. Minimum wage increases cause all businesses (but particularly small businesses) to either reduce the
number of workers they employ, cut workers’ hours, raise prices, suffer lower profits, or a combination of all
four. The burden of each state’s minimum wage law is based on the prevailing statewide minimum wage
levels, according to the Department of Labor.®

Right-to-work laws empower employees to decide for themselves whether or not to join, or financial-
ly support, a union. With right-to-work laws, the worker decides whether joining a union is beneficial.
The forced union membership that can occur without right-to-work laws creates an unfair advantage for
unions. Without right-to-work laws, unions are empowered to demand concessions that lead to a larger,
and financially unsustainable, burden on small business-
es. Exemplifying the consequences from these higher fi-
_ nancial burdens, right-to-work laws are associated with
‘ ‘ Expanded family leave higher state economic growth. Right-to-work laws are
regulations create also a desired criterion for many businesses looking to
» site new facilities.
additional burdens
that will be felt more While the federal government imposes family leave laws
through the Federal Medical Leave Act (FMLA), states

have the option to impose more generous provisions,

acutely by larger small
businesses because the which several states have. These more generous provi-

sions include expanding the type of coverage; mandat-

states typ|Ca”y have ing that businesses offer paid family and medical leave
exem ptionS for the (as opposed to unpaid leave); mandating businesses offer

' paid sick leave; or mandating businesses offer parental
smallest businesses. leave for school-related activities. Expanded family leave
regulations create additional burdens that will be felt
more acutely by larger small businesses because the states
typically have exemptions for the smallest businesses.
Since the entrepreneurial sector has fewer resources, the
costs created by expanded family leave regulations are
more burdensome relative to the large business economy. The burden from the expanded medical leave
regulations is the ranking as calculated in the Small Business Regulation Index, which was based on ten key
tamily leave categories as documented by the National Conference of State Legislatures and the National
Partnership for Women & Families.*
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The basic unemployment insurance program typically provides 26 weeks of monetary benefits to qualified
unemployed workers, which are funded by taxes levied on employers paying unemployment insurance
taxes. Paying unemployment insurance is a necessary cost of doing business for small businesses, and
states that levy more burdensome unemployment insurance costs increase the costs that small businesses
face when hiring additional employees. When the cost
of hiring an employee is higher, small business owners
will either hire fewer employees, pay each employee less,
or, when economizing on employees is not possible, suf-
fer a loss in their own personal income. The result is a

‘ ‘ When the cost of

less vibrant small business sector in the states that levy hll’lng an employee iS
higher, small business

higher unemployment insurance costs. States are ranked
based on the estimated employer contribution rates as

a percent of total wages calculated by the U.S. Depart- owners will either hire
ment of Labor." fewer employees, pay
California, Hawaii, New Jersey, New York, and Rhode each employee IeSS,

Island require employers to provide employees with or, when economizing

insurance that partially replaces any lost wages due to

non-work-related sicknesses or injuries.* No other state on employees Is not
imposes these additional costs on businesses. Mandat- pOSSible , suffer a loss
ing that businesses pay specific benefits regardless of : :

employees’ desire to receive those benefits creates the !n their own personal
same economic inefficiency that arises with the workers Income.
compensation insurance mandates and unemployment
insurance mandates. The states that mandate these bur-

dens further increase the costs on small businesses when
hiring additional workers, dampening the vitality of the
small business sector.

The composite score for each state is the average of the rankings across the seven categories — a higher

composite score indicating the state imposes a more burdensome labor regulatory environment. Table 2
presents the rankings.
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Table 2
State Labor Regulatory Rankings

STATE RANK COMPOSITE SCORE

Wyoming 16 13.1
Kentucky 17 13.3
Maryland 17 13.3
Oklahoma 19 14.4
Missouri 20 14.6
Tennessee 20 14.6
Idaho 22 15.7
Florida 23 16.0
Pennsylvania 24 16.4
Ohio 25 16.6
Delaware 26 16.7
lowa 27 16.9
Wisconsin 28 17.0
Colorado 29 17.4
Michigan 30 17.6
Louisiana 31 17.7
North Carolina 32 17.9
New Hampshire 33 19.3
Nevada 34 21.7
Massachusetts 35 23.0
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Minnesota 36 24.6
New Mexico 37 25.7
Montana 38 28.1
Alaska 39 29.3
Maine 40 29.4
Oregon 41 30.9
llinois 42 31.0
New York 43 31.1
Vermont 44 32.6
Hawaii 45 32.9
Washington 46 33.4
Connecticut 47 36.3
Rhode Island 48 38.6
California 49 40.3
New Jersey 50 42.6

Source: Author calculations

Across the seven labor regulatory categories, Virginia has the most entrepreneurially friendly regulatory
environment, followed by North Dakota, Georgia, Kansas, and Alabama. The least friendly regulatory
environments can be found in Washington, Connecticut, Rhode Island, California, and New Jersey. Com-
paring the rankings to the growth in small business employment and the growth in small business payrolls
in each state illustrates that those states that impose a less burdensome regulatory environment tended to
experience stronger growth in small business payrolls and, to a slightly lesser extent, stronger growth in
employment. Table 3 summarizes the results.

TABLE 3
GROWTH RATE BETWEEN 2005 AND 2014 IN THE ENTREPRENEURIAL SECTOR’S SHARE OF
PAYROLLS AND EMPLOYMENT BY REGULATORY RANKING

Between 0 and 4 Employees Less than 500 Employees
Payroll Employment Payroll Employment
Top third 22.19% -0.63% 29.34% 0.08%
Middle third 14.23% -2.89% 21.22% -2.74%
Bottom third 12.31% -1.63% 19.60% -2.15%

Source: Author calculations based on SBA data
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Table 3 illustrates that whether it is for the smallest businesses (with 0 to 4 employees) or the SBA defi-
nition of a small business (with less than 500 employees), the top 33 percent of states (those states with
the least burdensome regulatory environments) saw significantly faster growth in payrolls compared to all
other states and experienced either a significantly smaller decline in employment (for businesses with 0
to 4 employees) or actual growth in employment (for businesses with less than 500 employees) compared
to employment declines in all other states.*” These results provide further support to the common-sense
notion that excessive government regulation of the labor markets makes it more difficult for the entrepre-
neurial sector to thrive.

The policy implications from these findings are straightforward.

First, national and state policymakers are promoting a growing number of proposals that would increase
the regulatory burden on the entrepreneurial sector. These regulations would, based on the evidence re-
viewed above, significantly limit the growth of the entrepreneurial sector and should be rejected.

A national $15 minimum wage is, perhaps, the most visible ill-advised increase in the labor regulatory
environment that is widely under consideration. If adopted, the large increase in the minimum wage would
undoubtedly discourage entrepreneurship further. The impact of New York City’s recent increase in the
minimum wage to $15 per hour demonstrates the likely consequences — including lost jobs and fewer hours
for those people who maintain their jobs, specifically in the restaurant and hospitality industries.”® If a $15
minimum wage has reduced jobs and raised prices in high-cost New York City, imagine the impact of a $15
minimum wage if it were implemented in more affordable cities like Kansas City, MO.

Second, reinvigorating the entrepreneurial sector requires more than simply defeating ill-considered pro-
posals like the $15 minimum wage. Despite the recent (still insufficient) regulatory improvements at the
tederal level, overly-burdensome state regulations, such as occupational licensing laws, are harming the
entrepreneurial economy.

Occupational licensing laws unnecessarily increase the costs of becoming an entrepreneur, and increase the
costs for small businesses who hire workers that require costly occupational licenses. Take Connecticut’s
overly-burdensome occupational licensing laws as an example. An aspiring barber in Connecticut must
complete 1,000 hours of training before he or she can become a barber. Put differently, an aspiring barber
must devote 6 months of his or her life toward full-time training (assuming they are training 8 hours a
day, 5 days a week) just to fulfill the government-created mandates.’! Clearly, these requirements increase
costs for barber shops and barbers. Basic economic logic illustrates that increasing the cost of an activity,
decreases its amount; in this case, meaning there will be decreased entrepreneurship.

Excessive workers compensation costs are another anti-growth regulation that discourages entrepreneur-
ship, and should be reformed. For example, relative to the median workers compensation costs ($1.85 per
$100 of payroll), California, at 188 percent of the median, had the highest costs according to Oregon’s 2014
analysis of workers’ compensation costs (as of 2018 California still had the second-highest rate just below
New York’s).”> North Dakota, at 47 percent of the median costs, had the lowest, and North Carolina’s
workers compensation costs was the median. This means that a firm with a $1 million payroll would spend
around $8,700 annually on workers compensation costs in North Dakota and $18,500 annually in North
Carolina, but approximately $34,800 annually in California. Such a large additional cost burden reduces
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the profitability from engaging in entrepreneurial ventures in California compared to the same venture in
North Carolina or North Dakota. These higher costs will lead to fewer entrepreneurial efforts. Reforming
California’s overly-expensive workers compensation costs could help reduce these costs and encourage
greater entrepreneurship in the state.

Similar logic applies to all of the regulatory categories reviewed above. Consequently, states should actively
pursue reforms of their labor regulations to ensure they impose the least burdensome costs on businesses as
possible, particularly small businesses.

Conclusion

The entrepreneurial sector is a vital component of a healthy economy. Entrepreneurs drive the innovations
that propel growth and improve our standard of living. In light of their important role in promoting pros-
perity, the recent declines in the entrepreneurial economy are disconcerting. The studies and analysis re-
viewed above illustrate that excessive government regulations, including labor regulations, are a meaningful
contributor to the declining prospects of entrepreneurship across the U.S.

The consequences from the federal and state governments imposing overly-burdensome labor regulations
include a higher cost of doing business, sometimes prohibitively so, which falls disproportionately on the
entrepreneurial sector. Onerous government oversight translates into fewer jobs, fewer new businesses,
stunted growth, less competition, and less freedom and opportunity for individuals. Additionally, the nega-
tive economic impact from labor regulations on the entrepreneurial economy leads to the ironic result that
policies implemented with the goal of protecting workers has the effect of reducing the number of oppor-
tunities for workers, small businesses, and future entrepreneurs.

At the state level, far too many states are imposing unnecessarily burdensome labor regulations including
excessively high minimum wages, extensive occupational licensing requirements, and undue unemploy-
ment insurance costs. These states are also experiencing significantly slower small business growth com-
pared to the states that implement much less burdensome forms of these regulations. The lesson for the
high regulation states is clear: implement broad-based regulatory reforms that lessen the compliance costs
for businesses, but particularly small businesses. A continuation of the deregulatory efforts at the federal
level is also required.

By lessening the burden from regulations, including labor regulations, the government can help reinvigo-

rate the entrepreneurial sector. As a result, economic growth will accelerate, and there will be more oppor-
tunities for people to better their lives and improve their communities.
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