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This paper explores the widely accepted view thatWal-Mart causes significant harm
to the traditional, small ‘‘mom and pop’’ business sector of the U.S. economy. We
present the first rigorous econometric investigation of this issue by examining the
rate of self-employment and the number of small employer establishments using
both time series and cross-sectional data. We also examine alternative measures
and empirical techniques for robustness. Contrary to popular belief, our results
suggest that the process of creative destruction unleashed by Wal-Mart has had no
statistically significant long-run impact on the overall size and profitability of the
small business sector in the United States. (JEL L81, D59, C21)

Wal-Mart has indeed set prices low enough to
drive mom & pop stores out of business all over
the country and kept the prices that low for-
ever.1 During the last 20 years, Wal-Mart has
moved into communities and destroyed them,
wiping out stores, slashing the tax base, and
turning downtown areas into ghost-towns.2

I. INTRODUCTION

The argument that Wal-Mart inflicts signif-
icant harm on the small ‘‘mom and pop’’ busi-
ness sector of the U.S. economy is so widely
accepted that one of the paper’s opening quotes
is actually from a pro–Wal-Mart article, which
goes on to discuss the merits and efficiency
enhancements that result, claiming that ‘‘[i]n
a free market, large suppliers of nearly every-

thing will drivemost small suppliers out of busi-
ness.’’ Even President Clinton’s former
Secretary of Labor, Robert B. Reich, writes
in theNew York Times thatWal-Mart will turn
‘‘main streets into ghost towns by sucking busi-
ness away from small retailers.’’3 Wal-Mart
Watch, one of the largest anti–Wal-Mart
organizations, features an article claiming that
in Iowa, Wal-Mart’s expansion has been
responsible for widespread closings of mom
and pop stores, including 555 grocery stores,
298 hardware stores, 293 building suppliers,
161 variety shops, 158 women’s stores, and
116 pharmacies.4

Previous estimates of the negative impact
of Wal-Mart on other businesses, such as the
numbers cited above, however, are misleading
for several reasons. First, these estimates come
from a series of applied policy studies that
simply compare averages for counties with
Wal-Mart stores to those without Wal-Mart
stores.5 While the findings from these studies
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have garnered significant media publicity and
widespread public acceptance, they are prob-
lematic because no econometric methods are
employed, making it hard to know if the differ-
ences are statistically significant and whether or
not the difference is really due to the many
other economic and demographic factors that
differ between counties with Wal-Mart stores
and those without.

The second, and biggest, problem with
these previous studies is that they employed
data only for directly competing retail busi-
ness sectors within that specific county.6

Because of its sheer size, Wal-Mart’s true im-
pact on the overall U.S. small business sector
stretches far beyond the impact any one store
has in any one county. The idea of creative
destruction, first eloquently stated by Schum-
peter (1934), explains how entrepreneurs, like
Sam Walton, are a disruptive force in an econ-
omy.7 Schumpeter emphasized the beneficial
aspects of this process of creative destruction,
one in which the introduction of new products
results in the obsolescence or failure of others.
Schumpeter pointed out that while these in-
ventions do indeed result in business failures
in certain areas, they result in overall net gains
because of the positive impacts on economic
activity in other areas.8 These impacts are,
however, widespread and often hard to iden-
tify.9 Similarly, Wal-Mart’s openings, while
resulting in the failure of some small businesses,
create opportunities for new businesses, both
large and small, not only in that local area
but also in other more distant places.

Because of its reliance on county-level data
that consider only local impacts on directly
competing retail firms, this process of creative

destruction is not accounted for in previous
research. If a new Wal-Mart store opens,
for example, and it causes a local hardware
store to fail, and subsequently a new art gal-
lery opens in its place, only the failure of
the hardware store is counted by previous
studies. The opening of the art gallery is not
reflected in the data because it is not a retail
store. In reality, one business was substituted
for another, but this effect would not be
reflected in the data because expansions in
sectors that do not directly compete with
Wal-Mart are, by definition, excluded from
their analysis. In addition, because previous
studies used county-level data, virtually all
the general-equilibrium impacts that occur—a
new small business opening in another county,
for example—are ignored.

Finally, previous research is problematic
because it generally uses data for all competing
retail businesses, including other large retailers
like Kmart, Target, andHomeDepot, who are
all clearly negatively impacted by Wal-Mart.
Thus, it is unclear to what extent these previ-
ous negative estimates can be used to infer
about the impact Wal-Mart has on the mom
and pop sector of the economy alone, as
Kmart’s store closings should not be counted
in a true measure of the impact of Wal-Mart
on small businesses.

From an economic standpoint, the real
question of interest is how Wal-Mart impacts
the overall size of the small business sector for
the entire U.S. economy. To overcome the
problems in previous studies, we use both
state- and national-level data, restrict our
analysis only to small firms, and include all
small firms regardless of whether they are in
a directly competing business sector or not.

To be clear, there is no question that certain
specific small businesses fail because of the
entry of a Wal-Mart store and that Wal-Mart
has negative impacts on other major retailers
like Kmart. These are the effects other studies
have repeatedly documented and estimated.
The question that remains unanswered, how-
ever, is how Wal-Mart has affected the overall
level of small business activity in the United
States after all long-run readjustments (i.e.,
creative destruction) have occurred, and this
is what we estimate.

We proceed by first discussing what eco-
nomic theory would predict with regard to
Wal-Mart’s impact on small business activity,
focusing on Schumpeter’s theory of creative

6. This is even true in the one study that uses econo-
metric techniques to examine the data, Basker (2005a).

7. See Darby and Zucker (2003) for a discussion of the
process of creative destruction and how incorporating this
scientific entrepreneurial process is critical to reformulat-
ing endogenous growth models.

8. See Cox andAlm (1992) for a good discussion of the
process of creative destruction along with specific exam-
ples and data from U.S. history.

9. Failing to account for these ‘‘unseen’’ general-
equilibrium effects has long been a common source of
error in economic arguments, as was noted by Frederic
Bastiat and, more recently, by Henry Hazlitt. The distinc-
tion between what is seen and what is unseen was the main
argument employed by Bastiat in the popular ‘‘broken
window fallacy,’’ (see Bastiat 1995, ca. 1844). This is also
a central idea expressed by Henry Hazlitt in Economics in
One Lesson (1979). For evidence that free-market institu-
tions do promote investment and growth through these
general-equilibrium impacts, see Dawson (1998).
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destruction. We then perform statistical anal-
ysis of both aggregate time series data and
state-level cross-sectional data using spatial
econometric methods to arrive at an estimate
of the impact Wal-Mart has on the small busi-
nesses sector in the United States.

II. THE PROCESS OF CREATIVE DESTRUCTION
UNLEASHED BY WAL-MART

Virtually every U.S. citizen has witnessed,
first hand, the closing of small downtown mer-
chants after the arrival of a new Wal-Mart
store. Downtowns with empty storefronts,
however, soon see new small businesses open-
ing in these vacant locations. In Morgantown,
West Virginia, for example, a shop that was
once a women’s clothing store has now turned
into a high-end restaurant. A former record
and compact disc store has been converted
into an ice cream parlor. Other vacated stores
have been filled by a coffee shop, an indoor
rock climbing facility, an art gallery, a candle
shop, a collectible comic book store, a dinner
theatre, an antique mall, and a new law firm.

This ‘‘recycling’’ of productive resources is
precisely the mechanism by which the process
of creative destruction increases economic effi-
ciency. Prior to the opening of Wal-Mart
stores, downtown retail space was very com-
petitive and was generally allocated to those
stores providing the type of general merchan-
dise now sold at Wal-Mart. Only when these
valuable store locations were freed up by the
entry of Wal-Mart did they become econom-
ically viable locations for many other types of
small businesses. This provided opportunities
for new entrepreneurs—opportunities formerly
unprofitable before these resources were freed
from the production of general merchandise.

In addition, the money consumers save on
their general merchandise purchases because
of Wal-Mart’s lower prices can be spent on
other goods and services, such as those sold
by these new specialty shops. Basker (2005b)
found that the opening of a new Wal-Mart
store results in city-wide price reductions of
approximately 2% or 3% in the short run and
about 10% in the long run, giving consumers
a significant amount of additional disposable
income to spend elsewhere. Some will be spent
on goods and services produced by local small
businesses, while some will be spent on goods
and services produced by small businesses out-
side the local area.

Thus, while in terms of local business fail-
ures, the costs of aWal-Mart store opening are
easy to identify, the benefits are widespread
and difficult to identify without examining
more aggregate data. In theory, there could
be one additional recreation company (like a
whitewater rafting company, e.g.) in existence
solely because of the time and money Wal-
Mart has saved consumers. These new busi-
nesses, however, are not necessarily in the
specific county in which Wal-Mart opens or
in directly competing business sectors and have
thus been completely excluded from previous
studies. This has resulted in a very incomplete
picture of how Wal-Mart actually impacts the
overall size of the U.S. small business sector.10

At issue here is whether, in total, these positive
impacts outweigh the small business failures
Wal-Mart causes for its direct competitors.

As this section has illustrated, based purely
on theory alone, it is difficult to predict
whether Wal-Mart exerts a positive or nega-
tive impact on the overall size of the small
business sector. There are many effects work-
ing in opposite directions. In the end, it is an
empirical question. We now turn to perform-
ing this analysis in the next several sections of
this paper. We begin by exploring the impacts
detectable in aggregate U.S. time series data
and then proceed to a cross-sectional analysis
at the state level.

III. THEAGGREGATEU.S. EFFECTSOFWAL-MART
IN TIME SERIES SMALL BUSINESS DATA

Wal-Mart is large enough that its economic
impacts are easily discernable in U.S. aggre-
gate data. Hausman and Leibtag (2004), for
example, found that the consumer price index
is biased because of the failure to specifically
account for Wal-Mart. The authors found
that the Consumer Price Index for All Urban
Consumers ‘‘food at home’’ inflation rate is
overstated by about 0.32–0.42 percentage
points, which they concluded leads to a sub-
stantial 15% upward bias in the U.S. inflation
rate each year.11

Recall that previous estimates (discussed ear-
lier), so heavily popularized by anti-Wal-Mart

10. Additionally, because store managers are given
flexibility in decisions to carry local merchandise, new
markets have opened for other local businesses who
now sell products in local Wal-Mart stores.

11. This effect is due to an outlet substitution bias,
which in effect ‘‘links out’’ Wal-Mart’s lower prices.
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groups and the media, cited Wal-Mart’s
expansion in Iowa as responsible for the fail-
ure of 555 grocery stores, 298 hardware stores,
293 building suppliers, 161 variety shops, 158
women’s stores, and 116 pharmacies, for
a total of 1,581 business failures. Taken at face
value, this would amount to a failure of 11.3%
of all business firms in the state of Iowa. This
number would be much larger (approaching
one-third) if one were to compute it as a per-
centage of only small businesses. This is likely
an unfair comparison, however, because the
failures were not all small businesses, but it
shows the true magnitude suggested by the
negative results present in the current litera-
ture on Wal-Mart. Has this massive reduction
in U.S. small business activity really hap-
pened? If so, it should be clearly visible in
the raw data on U.S. small business activity,
and this is the first evidence we will examine.

For our analysis, we collect data (for the 48
continental U.S. states) on the rate of self-
employment, the number of small establish-
ments, and the number of Wal-Mart stores
(including both Wal-Mart Discount Stores
and Wal-Mart Supercenters).12 The rate of
self-employment for each state is calculated
by taking nonfarm proprietor employment
(i.e., the number of self-employed persons)
as a percentage of total nonfarm employment
using data from the U.S. Department of Com-
merce’s Bureau of Economic Analysis.13 As
another measure of the number of small,
mom and pop businesses, we collect data on
the number of retail establishments with one
to four employees per 100,000 of state popu-
lation from the U.S. Census Bureau. For
a check of robustness, we also examine the
number of retail establishments with five to
nine employees, also normalized per 100,000
of state population.We arrive at our aggregate
measures for the entire United States by sum-
ming up these state-level data points. Data
descriptions, with sources and descriptive sta-
tistics for each variable we use, are presented
in Appendix 1.

Figure 1 presents data on the expansion of
Wal-Mart stores in the United States along-
side data on the rate of self-employment.

During the period in which the number of
Wal-Mart stores grew from a handful to over
2,500, we see a continuing and uninterrupted
increase in the rate of self-employment in
the United States. The overall upward trend
in self-employment appears just as strong dur-
ing the 1980s, when Wal-Mart was expanding
the most rapidly, as it did in the 1970s. If
Wal-Mart were having the large negative
impact on self-employment in the United
States predicted by previous local-retail
studies, we should have seen this measure fall
significantly rather than grow from 11% to
16% (almost a 50% increase) during the same
period when Wal-Mart grew from a single
store in Arkansas into the nation’s largest
retailer.

Even a simple time series regression of the
data in Figure 1, controlling for factors usu-
ally included in time series self-employment
regressions (per capita personal income, per-
cent of population with a college degree,
and unemployment rate) results in a positive
coefficient onWal-Mart rather than a negative
and significant coefficient as the previous liter-
ature would have suggested.14 However, many

FIGURE 1

Wal-Mart Stores and Self-Employment, U.S.
Totals, 1969–2001
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12. Alaska andHawaii are excluded from our analysis
as they have no contiguous neighboring states.

13. For an analysis of the determinants of what makes
young individuals more likely to become entrepreneurs
(and why success rates may differ), see Schiller and
Crewson (1997).

14. Dependent variable: self-employment rate; inde-
pendent variable, coefficient (standard errors): constant
5 0.0745 (0.0089); real per capita personal income 5
0.0000012 (0.000000596), college degree percentage 5 0.
00018 (0.000556); unemployment rate 5 0.00213
(0.000368); Wal-Mart stores per capita 5 0.03116 (0.
003656); R2 5 .98; No. observations 5 33 (annual
1969–2000).
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factors have changed over this 30-yr period
that could complicate this relationship, includ-
ing the rise of small Internet-based businesses
that have made it easier for small mom and
pop businesses to survive in the online market-
place. This is why a cross-sectional analysis at
a single point in time (which we perform in the
coming sections) is necessary to draw firm con-
clusions. Some states have a large number of
Wal-Mart stores, while others have very few.
A clearer test is whether the states with signif-
icantly more Wal-Mart stores really do have
fewer small businesses after controlling for
all other factors. However, it is worth stressing
again that the sizeable failures predicted by
previous studies simply do not show up in
the time series aggregate measures of self-
employment.

Figure 2 shows similar comparisons for the
number of establishments with one to four
employees (Figure 2A) and five to nine employ-
ees (Figure 2B). These data are a bit more
problematic simply because they are not avail-
able for as many years and also because the
U.S. Census Bureau redefined the way they
measure this variable in 1998, causing a dis-
continuity in the data. The drop in this series
for that year is due to this redefinition, so we
present these data as two separate lines in
the figures. In both, we see the same pattern,
although different from the pattern seen in Fig-
ure 1. While self-employment has been steadily
growing in the United States, the number of
small establishments has remained virtually
unchanged since the beginning of our data
series in 1985. The overall trend is completely
flat for both sized businesses.

We find no evidence in the raw aggregate
data on small business activity that Wal-Mart
has drastically reduced the rates of self-
employment or the number of small employer
establishments. These aggregate data, how-
ever, might mask hard-to-identify impacts of
Wal-Mart, so it should be viewed with cau-
tion. To overcome this, in our next section,
we turn to a rigorous cross-sectional analysis
to control for these many other factors and to
estimate Wal-Mart’s true impact on the U.S.
small business sector.

IV. CROSS-SECTIONAL ESTIMATES OF THE
EFFECT OF WAL-MART ON SMALL BUSINESSES

For our cross-sectional analysis, we use
data for the year 2000, maximizing the number

of control variables we can obtain from the
2000 U.S. Census. In addition to examining
the level of small business activity, we also
examine the rate of annual growth centered
around the year 2000.15

Prior to beginning our formal empirical
analysis, it is again worthwhile to examine
the raw cross-sectional data to see whether
any relationship can be seen before it is
adjusted for other factors. Table 1 presents
data on our small business measures for the
five states with the most Wal-Mart stores
per capita (per 100,000 population) and the
five states with the fewest Wal-Mart stores
per capita. Do the states with most Wal-Mart
stores have reduced small business sectors?

Arkansas, the home state of Wal-Mart, is
not surprisingly the state with the largest num-
ber of Wal-Mart stores by this measure. In
Arkansas, there are just slightly more than
three stores for every 100,000 people. Nevada,
Mississippi, Missouri, and Alabama round
out the list of the top five Wal-Mart states.
The states with the fewest Wal-Mart stores
per capita are New York, New Jersey, Califor-
nia, Washington, and Connecticut. The five
states with the most Wal-Mart stores per cap-
ita have an average of 2.3 Wal-Mart stores per
100,000 population, while the five states with
the least number of Wal-Mart stores per cap-
ita have an average of 0.3 stores per 100,000
population. Thus, on average, the five states
at the top have more than seven times as many
Wal-Mart stores per capita as the five states at
the bottom.

With this large of a difference, if the pres-
ence of Wal-Mart has a negative impact on
small business activity, then we should see that
the states with the most Wal-Mart stores per
capita also have a lower level of small business
activity. The final three columns of data in
Table 1 show the values of our small business
measures for these states. While the states with
the larger number of Wal-Marts do have
slightly lower rates of self-employment (15.9
vs. 15.0), they have more small firm establish-
ments per capita (194 vs. 189 for one to four

15. Because of changes in the method of data collec-
tion and reporting by these agencies, these periods differ
slightly for our variables, being the annualized growth rate
for 1997–2003 for self-employment growth, 1998–2002 for
small establishment growth, and 1995–2005 for the growth
of Wal-Mart stores.
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employees and 115 vs. 90 for five to nine
employees).

Table 1 relies on comparisons of only the
top and bottom five states. Do these data pat-

terns hold up across all states? Figures 3 and 4
present data for all states on the number of
Wal-Mart stores per capita and measures
of small business activity. In Figure 3, the

FIGURE 2

Wal-Mart Stores and Retail Establishments with (A) One to Four Employees and (B) Five to
Nine Employees, U.S. Totals, 1985–2002
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present these data as two separate lines in the figure.
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best-fit regression line has a slope that is pos-
itive but not significantly different from zero,
suggesting no negative (or positive) impact of
Wal-Marts on the rate of self-employment.
Figure 4 again is inconsistent with the hypoth-
esis that Wal-Mart stores reduce the number
of small employer retail establishments (Fig-
ure 4A for one to four employee establish-
ments and Figure 4B for five to nine
employee establishments). The slope of the
best-fit regression line is positive in both cases,
and in the case of five to nine employee estab-
lishments, it is actually significantly different
from zero, suggesting that states with more
Wal-Mart stores actually have significantly
higher levels of five to nine employee establish-
ments.

We now turn to regression analysis to con-
trol for other factors that might impact this
relationship. In addition to the number of
Wal-Mart stores per 100,000 people, we
include control variables to help explain the
per capita levels and growth rates of these
small business measures. These control var-
iables include median age, percent metropoli-
tan population, percent of population in
poverty, median family income (in thou-
sands), percent of population nonwhite, per-
cent of population with a college degree,

percent of population male, and state land
area (in thousands of square miles). These
are the variables traditionally used in studies
of self-employment.16 We include descrip-
tions, sources, and descriptive statistics for
all of our variables in Appendix 1.

We first estimate our models using ordinary
least squares (OLS). However, the OLS esti-
mator can be shown to be either biased and
inconsistent or inefficient when spatial depen-
dence exists in the data, which is potentially
present for both small business activity and
Wal-Mart location prevalence.17 Spatial
dependence exists when there are unobserv-
able geographic correlations within either
the dependent variable or the regression error
term (e.g., if the level of small business activity
in one state is impacted by the level of small
business activity in neighboring states). If
so, spatial econometric methods must be used
to control for these geographic patterns in
the data.

TABLE 1

Small Business Indicators for States with the Highest and Lowest Number of Wal-Mart Stores

Per Capita, 2000

State

Wal-Mart Stores
per 100,000
Population

Self-Employment
Rate (Percent of

Total Employment)

Number of
Establishments
with 1 to 4

Employees per
100,000 Population

Number of
Establishments
with 5 to 9

Employees per 100,000
Population

Top five states Arkansas 3.067 16.175 220.805 123.999

Nevada 2.602 15.292 140.222 89.828

Mississippi 2.109 14.217 210.922 125.041

Missouri 2.020 14.900 190.556 114.687

Alabama 1.844 14.500 207.843 122.934

Average 2.328 15.017 194.070 115.298

Bottom five states Connecticut 0.470 15.936 192.626 102.626

Washington 0.424 16.513 171.154 97.640

California 0.340 19.464 145.629 78.372

New Jersey 0.261 13.635 215.988 86.899

New York 0.084 14.107 220.299 83.319

Average 0.316 15.931 189.139 89.771

Notes: Variable descriptions, descriptive statistics, and sources can be found in Appendix 1.

16. For example and discussion, see Kreft and Sobel
(2005).

17. See Anselin (1988), Dubin (1988), Case (1991),
Baltagi (2001), and Lacombe (2004).
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For readers unfamiliar with spatial econo-
metrics, LeSage and Pace (2004) provided an
overview. However, one may simply think of
spatial models as analogous to autoregressive
moving average time series models but with
the lags occurring over geographic distances
rather than through time. We run both a spa-
tial autoregressive model (SAR) of the form
in Equation (1) and a generalized spatial
model (SAC) that incorporates both a spatial
autoregressive term and a spatially correlated
error structure (analogous to the MA, moving
average component, in time series) of the form
in Equation (2).

Y 5 q�W �Y þ X �bþ tð1Þ

Y 5 q�W �Y þ X �bþ u;

where u 5 ðI � k�W Þ�1 �t;
ð2Þ

where Y is the N � 1 dependent variable, X is
theN� Kmatrix of exogenous variables,W is
the N � N spatial weighting matrix based on
first-degree contiguity (geographic neighbors),
q is the spatial autoregressive coefficient, k is
the spatial error coefficient, and y is the N � 1
vector of IID random errors. We run these

specifications in MATLAB.18 For each
model, we compute the Lagrange Multiplier
(LM) test statistic, generally used to discern
whether the SAR model is sufficient to
remove this spatial dependence or whether
there remains additional spatial dependence
in the residuals of the SAR model that would
necessitate the use of the SAC model. A sig-
nificant LM test statistic for an individual
SAR model would imply the need to use
the SAC model instead. In the results that
follow, we present both the standard OLS
results and the results from our spatial esti-
mations that control for geographic depen-
dence in the data.

The results of our estimations are presented
in Table 2. None of the coefficient estimates
for Wal-Mart prevalence (values in bold face)
are statistically significant. The number of
Wal-Mart stores has no significant relation
to small business activity in a state as mea-
sured by either self-employment or the num-
ber of one to four and five to nine employee
firms. This holds true when looking at the
OLS results, as well as the spatial autoregres-
sive (SAR) and general spatial (SAC) model
estimates.

Table 3 shows results similar to those in
Table 2, except in these regressions, the
annual growth rates are substituted for the lev-
els for both our measures of small business
activity and the number of Wal-Mart stores.
Even when examining the growth rates, none
of the coefficient estimates forWal-Mart prev-
alence are statistically significant, with one
exception. This lone significant result is in
the opposite direction of what might be
expected, as it illustrates a positive and signif-
icant relationship between Wal-Mart store
growth and the growth rate of the number
of one to four employee establishments. This
significant result, however, only appears in the
SAR specification, so it is not robust enough
to be persuasive. Thus, taken as a whole, the
evidence in Tables 2 and 3 strongly rejects the
hypothesis that Wal-Mart has had an impact
(either negative or positive) on the overall size
and growth of the mom and pop sector of the
U.S. economy.

FIGURE 3

Wal-Mart Stores versus Self-Employment
Rates, 2000
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Notes: See Appendix 1 for variable definitions and
sources. Data represent the 48 continental states. Slope
of the regression line shown is 0.035, and the t statistic
is 0.062 (which is not statistically significant).

18. The public domain spatial econometric toolbox
for MATLAB is at www.spatial-econometrics.com.

SOBEL & DEAN: IMPACT OF WAL-MART ON SMALL BUSINESS 683



V. ROBUSTNESS CHECKS

In this section, we reestimate our models to
check for potential problems with endogeneity

in Wal-Mart store location. Presumably, Wal-
Mart could be expanding the most in areas
where unobservable variables are also leading

FIGURE 4

Wal-Mart Stores versus Number of Establishments with (A) One to Four Employees and
(B) Five to Nine Employees, 2000
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Notes: See Appendix 1 for variable definitions and sources. Data represent the 48 continental states. For (A),
the slope of the regression line shown is 8.805, and the t statistic is 1.052 (which is not statistically significant). For
(B) the slope of the regression line shown is 13.027, and the t statistic is 2.710 (which is statistically significant at the
1% level).
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to more rapid growth in small business activ-
ity. Controlling for endogeneity with regard to
Wal-Mart store location is likely to make little
difference in the results, however. Many pre-
vious studies have rejected the presence of this
endogeneity through both empirical testing
and anecdotal evidence directly from Wal-
Mart personnel on their location decisions
(Franklin 2001; Graff 1998; Hicks 2006; Hicks
and Wilburn 2001).19

We do this in two ways. First, we reestimate
all our models using the 5-yr lagged value of
theWal-Mart variable. Not only does this help
to uncover the existence of problems with
endogeneity and simultaneity but it also
addresses any concerns that the true negative
impact of Wal-Mart on small business activity
takes time to become visible. Second, we
employ instrumental variable methodology
to first predict the number of Wal-Mart stores
in each state and in a second stage, use this
predicted value in our regressions. To obtain
this prediction, we use the fitted values from
a general spatial model (SAC) with Wal-Mart
stores (per capita) as the dependent variable
and the explanatory variables used by previ-
ous studies to instrument the number of
Wal-Mart stores.20 The results of these two
new estimations are presented in Tables 4
and 5.

Consistent with the findings of previous lit-
erature, both of our attempts to control for
endogeneity make little difference. In all 18
specifications, the results are virtually identical
to those presented earlier. In no specification is
the number of Wal-Mart stores per capita sig-
nificantly related to the level of small business
activity.

VI. ADDITIONAL SMALL BUSINESS MEASURES

In this section, we explore two additional
data sets; the first of which is our small busi-

ness variables (self-employment rate and per
capita small establishments) broken down
by individual business sector, and the second
is state-level bankruptcy rates.

In examining the data broken down by
business sector, we can highlight the central
part of our creative destruction argument—
that there are both positive and negative
impacts on the small business sector that,
when combined, account for our overall find-
ing of no net impact. The central question
addressed with these data is whether the pro-
ductive resources that become unemployed in
some sectors because of Wal-Mart’s entry do
indeed find productive uses in other business
sectors. Schumpeter’s creative destruction
predicts that if we perform regression analy-
sis using individual sectors, some should be
positive while others should be negative.
We perform both SAR and SAC models on
self-employment and both sizes of small
establishments broken down by all sectors for
which each was available. Note that the sector
breakdowns available for self-employment
and small establishments differ slightly.
Table 6 shows the summarized results of
these 54 individual regressions. The numbers
in the table are the coefficient estimates for
the Wal-Mart variable from each of these
regressions.

In terms of overall results, the modal con-
clusion is that there are generally five small
business sectors with positive impacts and
five with negative impacts (Columns 1, 2,
4, and 5). In Columns 3 and 6, there are three
negative and five positive and two negative
and five positive results, respectively. Ex-
amining across the rows, and limiting the dis-
cussion to only statistically significant
results, we find that the Wal-Mart variable
is negative and significant in two of the six
regressions for building suppliers, negative
and significant in two of the six regressions
for eating and drinking places, positive and
significant in five of the six regressions for
auto dealers, and positive and significant in
four of the four regressions for electronics
and appliance stores. Home furnishings
and general merchandisers are uniformly
positive but never significant. The results
from Table 6 do indeed suggest that while
Wal-Mart has no overall impact, that it
does have a reallocation effect on the small
business sector—some expand while others
contract.

19. The only exception is Basker (2005a) who did find
some small differences after controlling for endogeneity of
location, necessitating our exploring the issue here.

20. Following the previous literature, the independent
variables we include are distance fromBentonville, Arkan-
sas (and distance squared), percent metro population, per-
cent of population with a college degree, percent of
population in poverty, median family income, state land
area, and the top corporate tax rate.
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Table 7 explores the correlation between
Wal-Mart stores per capita and state-level
business bankruptcy rates using data from
the U.S. Small Business Administration (using
OLS, SAR, and SAC estimation techniques).
These regressions control for demographic
and socioeconomic factors, as well as spatial
dependence in the data (SAR and SAC mod-
els). We perform the regressions using both
bankruptcies measured as a rate of all busi-
nesses as well as bankruptcies per 1,000 state
population.

The results in Table 7 mirror our earlier
results of finding no statistically significant
harmful impact of Wal-Mart. In fact, all the
coefficient estimates are negative, implying
that bankruptcy rates are actually lower in
states with more Wal-Mart stores per capita.
Only two of the six are, however, significant.
These results suggest that the survival rates of
small businesses in states with a larger number
of Wal-Mart stores per capita are statistically
no worse than the survival rates of new small
businesses in states with fewer Wal-Mart
stores per capita.21

VII. ARE THE NEW SMALL BUSINESSES ‘‘WORSE’’
THAN THE OLD ONES?

The evidence clearly suggests that the over-
all size of the small business sector is unaf-
fected by Wal-Mart. Some firms fail when
a Wal-Mart opens and new firms arise in their
place, taking advantage of the newly available
productive resources. One potential criticism,
however, is that the new small businesses
opening are in some respects ‘‘inferior’’ to
the ones that are closing. For example, a profit-
able and long-standing local toy store might
go out of business and be replaced by a mar-
ginal small business with very low net income.
Conveniently, this has a direct empirical pre-
diction that the average sales or net income of
small businesses should be falling asWal-Mart
has expanded.

In Figures 5 and 6, we present evidence on
this claim. Figure 5 shows a time series of the
average real net income of sole proprietors in
the United States alongside the number of

Wal-Mart stores. In Figure 5, it is clear that
the average real income of sole proprietors
has grown, almost uniformly throughout the
period. Small businesses today are more prof-
itable than ever before in real terms. Figure 6
shows similar data for the average real sales
revenue of sole proprietors. As with net
income, there is no evidence that average rev-
enue has gone down. In fact, like with net
income, real sales revenue among sole proprie-
tors has grown substantially throughout the
period as well.

VIII. SUMMARY AND CONCLUSION

This paper tests the widely held belief that
Wal-Mart has a large negative impact on the
size of the small business (mom and pop) sec-
tor of the U.S. economy.22 After examining
a battery of different measures of small busi-
ness activity and growth, employing different
geographic levels of data, examining both time
series and cross-section data, and using differ-
ent econometric techniques, we can firmly
conclude that there is no evidence that Wal-
Mart has had a significant impact (either neg-
ative or positive) on the overall size, growth,
or profitability of the U.S. small business sec-
tor. While the entry of a specific Wal-Mart
store might cause some individual, small
mom and pop businesses to fail, consistent
with Schumpeter’s theory of creative destruc-
tion, these failures are completely offset by the
entry of other new small businesses some-
where else in the economy.

21. Alternatively, Wal-Mart might cause some firms
to fail but in turn increases the survival rate of others.

22. Within the political realm, Wal-Mart’s potential
harm to the small business sector has been used repeatedly
as a justification for not allowing new stores. The entry of
a new Wal-Mart creates difficulty to identify widespread
benefits for consumers and other businesses while impos-
ing concentrated costs on competing businesses and labor
unions. According to public choice theory, this combina-
tion is a recipe that favors the organized groups at the
expense of the widespread beneficiaries. This observation
might also help to explain why local governments have
been much more likely to impose restrictions on Wal-
Mart’s entry than have state governments (and the federal
government) who internalize more of the widespread ben-
efits. For a good introduction to the special interest effect
created when one side is concentrated and the other wide-
spread, see Chapter 6 in Gwartney et al. (2006). For addi-
tional insights and extensions applicable here, see
Weingast, Shepsle, and Johnsen (1981) and Yandle (1983).
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FIGURE 5

Wal-Mart Stores versus Average Sole Proprietor Real
Net Income
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Notes:Average sole proprietor net income is converted to real dollars using the consumer price index. Sole proprietor-
ship data are obtained from U.S. Internal Revenue Service, Statistics of Income, various years.

FIGURE 6
Wal-Mart Stores versus Average Sole Proprietor

Real Revenue
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Notes: Average sole proprietor sales receipts (revenue) are converted to real dollars using the consumer price index.
Sole proprietorship data are obtained from U.S. Internal Revenue Service, Statistics of Income, various years.
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APPENDIX 1: DATA DESCRIPTION AND SOURCES

Variable Name (Source) Description Mean (Standard. Deviation)

Dependent variables

Self-employment ratea Annual nonfarm proprietor employment
as a percentage of total nonfarm
employment (%)

15.95 (2.39)

Self-employment growth ratea Average annual growth rate of nonfarm
proprietors from 1997 to 2003 (%)

1.27 (0.63)

Establishments with
One to Four employeesb

Retail establishments with one to four
employees per 100,000 of state population

194.25 (35.66)

Establishments with Five
to Nine employeesb

Retail establishments with five to
nine employees per 100,000 of state population

114.90 (21.79)

Establishments with One
to Four employees
(annual growth rate)b

Average annual growth rate of retail
establishments with one to four employees
from 1998 to 2002 (%)

�0.15 (4.90)

Establishments with Five to
Nine employees (annual growth rate)b

Average annual growth rate of retail
establishments with five to nine employees
from 1998 to 2002 (%)

�1.82 (3.51)

Bankruptcy rate (per capita)g Number of bankruptcies per 1,000 state
population (2000)

0.01 (0.02)

Bankruptcy rate (percent
of businesses)g

Number of bankruptcies divided by
total employer firms in state (2000)

0.19 (0.42)

Independent variables

Wal-Mart storesc Number of discount stores and supercenters
per 100,000 population

1.14 (0.62)

Wal-Mart store annual growth ratec Average annual growth rate
from 1995 to 2005 (%)

4.69 (4.01)

Median aged Median age of population
(in yr) (2000)

35.59 (1.89)

Percent metropolitan populationd Metro population as a percent
of state (%) (2000)

68.36 (20.64)

Percent in povertyd Percent of population for whom poverty
status is determined (%) (2000)

12.02 (3.16)

Median family incomed Median income per 1,000 dollars (2000) 48.88 (7.02)

Percent nonwhited Percent of total population (%) (2000) 22.93 (13.00)

Percent with college educationd Percent of population with a
bachelor’s degree or higher (%) (2000)

23.71 (4.35)

Percent maled Percent of population that
is male (%) (2000)

49.11 (0.67)

Land areae Land area per 1,000 square miles (2000) 61.65 (46.81)

Unemployment ratef Number of unemployed workers divided
by the total civilian labor force,
seasonally adjusted (2000)

6.2 (1.48)

Real per capita personal income (1) State real per capita personal income (2000) 26,642.70 (3,855.59)

aU.S. Department of Commerce, Bureau of Economic Analysis, State and Local Area Data, Washington, DC.
bU.S. Department of Commerce, Census Bureau, 2000 County Business Patterns, Washington, DC.
cWal-Mart, Wal-Mart Annual Report, various years.
dU.S. Department of Commerce, Census Bureau, Census 2000, Washington, DC.
eU.S. Department of Commerce, Census Bureau, Statistical Abstract of the United States, Washington, DC.
fU.S. Department of Labor, Bureau of Labor Statistics, Local Area Unemployment Statistics, Washington, DC.
gU.S. Small Business Administration, Office of Advocacy, Small Business Economic Indicators 2000,

Washington, DC.
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