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Economic Brief

Small Business Lending During the Recession
By Betty Joyce Nash and Kimberly Zeuli

Access to credit enables businesses to smooth income streams and take advantage of growth opportunities. Without credit, a business may be forced
to cut production or restrain growth. If credit constraints affect businesses
across economic sectors, the result could be widespread declines in production and employment. Since the recession started in 2007, there has been a
growing concern that small businesses may lack adequate access to credit.
This Economic Brief examines the complexity of small business credit issues.
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Figure 1: Small and All Business Lending for All Financial
Institutions, 2003-2010
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A small business loan is defined as any loan
of $1 million or less that has been secured by
nonfarm nonresidential properties or is a
commercial and industrial (C&I) loan that
is reported by financial institutions on
3
Schedule RC-C, Part II. The value of small
business loans at the end of third quarter 2010

was $700.5 billion, down from $722.1 billion in
the second quarter of 2010 and well below the
high of $780.6 billion in second quarter 2008.
(Prior to 2010, these data were reported
annually in the second quarter of each year;
quarterly reporting began in the first quarter of
2010.) This number includes agricultural loans as

Billions ($)

The Supply of Credit to Small Business
Access to credit enables businesses to smooth
income streams and take advantage of growth
opportunities. Without credit, a business
may be forced to cut production or restrain
growth. If credit constraints affect businesses
across economic sectors, the result could be
the widespread declines in production and
employment that characterize a business cycle
contraction. Small business credit affects a
significant portion of the economy; small
businesses employ, by some estimates, half
1
of private sector workers. In 2009, there were
27.5 million small businesses in the United
States, according to the U.S. Small Business
2
Administration (SBA). Since the recession
started in 2007, there has been a growing concern that small businesses may lack adequate
access to credit.

Commercial and industrial loans

Note: All financial institutions includes commercial banks and savings
institutions. The population of financial institutions for each time period
varies. The values for C&I loans were calculated using the total amount
of C&I loans plus the total amount of small business loans where loans
were secured by real estate or used for the purpose of financing agricultural production. These data were collected on an annual basis every
second quarter, but are now collected quarterly beginning in 2010.
Source: Federal Deposit Insurance Corporation (FDIC)
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During the recession, banks reported tighter underwriting standards for small firms, but in the July 2010
SLOOS survey, banks reported easing standards on
commercial and industrial loans to small firms for
the first time since late 2006. In the latest survey,
from October 2010, respondents reported mixed
views when asked a special question about current
levels of lending standards and expectations about
future lending standards. When asked about C&I
loans to large and middle-market firms, 63 percent
of respondents said their standards are not tighter
than their average level over the past decade; nearly
89 percent of respondents responded likewise about
lending standards to small firms. However, for loans
secured by commercial real estate, about 44 percent
said they anticipated tighter lending standards for
the foreseeable future, though the same percentage
reported that current standards remained no tighter
than their average over the past decade.
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Reasons for Tighter Credit Supply
Most financial institutions consider lending to small
businesses riskier and costlier than lending to larger
firms, regardless of economic conditions. While small
businesses typically apply for smaller loans, they
experience higher rates of failure and are more
affected by business cycle downturns. For example,
in the Federal Reserve Board’s quarterly Senior Loan
Officer Opinion Survey on Bank Lending (SLOOS),
65 percent of loan officer respondents reported
higher delinquency rates on small business loans
compared to large and middle-market firms during
5
fourth quarter 2009. In addition, gleaning financial
information about the creditworthiness of small
businesses may involve higher transaction costs
because there may be little available solid financial information. Banks now also must cope with
new lending guidance and regulations; as a result,
some loan officers, especially at smaller banks, have
reported that they have less time to investigate the
6
creditworthiness of small businesses.

Figure 2: Net Percentage of Domestic Respondents
Tightening Standards for C&I Loans

Percent

well as C&I loans. In general, the pace of small business borrowing and lending in the market has been
4
weak. It is worth noting that all business lending fell
during this same period.

Source: Board of Governors of the Federal Reserve System

The tighter underwriting standards in place during
the recession included greater collateral requirements. But values of collateral for many small businesses have declined, affecting the creditworthiness
of borrowers. Business owners often use personal
residences, commercial property, and equipment
as collateral. According to a Federal Reserve Board
Survey, 45 percent of the total dollar amount of small
business loans in 2003 was collateralized by a real
estate asset. And about 17 percent of small businesses use second mortgages as collateral for business
loans, according to a forthcoming 2010 year-end
survey report from the National Small Business As7
sociation (NSBA).
The latest Federal Reserve Survey of Consumer
Finances (SCF), in 2007, reveals just how closely
small business finances may be tied to the personal
finances of owners. The SCF notes that, in practice,
balance sheets of family businesses aren’t always
separated from family finances. Families often use
personal assets as business collateral or guarantees.
In 2007, about 17.8 percent of families with actively
managed businesses reported using personal assets
as collateral, and 17.5 percent of families reported
lending the business money. Families headed by a
self-employed person were more likely to have home
equity lines of credit: 20.4 percent of self-employed
families, compared with 12.6 percent overall in
2007. Those families were also more likely to borrow
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In addition, about 95 percent of small employers
own real estate, according to a February 2010 report
on small business credit by the National Federation
9
of Independent Business (NFIB). That has made such
small business owners more vulnerable during this
recession, which was characterized by declining real
estate values, and may further constrain borrowing
ability.
The Role of the Small Business Administration
The U.S. Small Business Administration (SBA) backs
small business loans in addition to offering other
assistance such as counseling. SBA loans carry a government guarantee of between 50 percent and 85
percent of the outstanding loan balance, although
those loans only represent about 1.3 percent of small
business loans and 4.1 percent of outstanding small
business loan dollars, according to a 2007 study by
10
the U.S. Government Accountability Office.

The October 2010 SLOOS results indicated that
demand for C&I loans had declined over the past
three months, especially for firms with annual sales
of less than $50 million. Loan officer respondents
cited reduced financing needs for inventories and
accounts receivable and reduced capital investment.
Some small businesses have also reported not seeking credit because of weak sales, uncertainty about
11
health care legislation, and economic trends.
Figure 3: Net Percentage of Domestic Respondents
Reporting Stronger Demand for C&I Loans
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Credit Demand and Credit Constraints
Part of the debate around small business credit conditions is whether decreases in supply translate into
credit constraints. As sales fall in a down economy,
businesses typically decrease inventory and the
number of employees; they also postpone capital
expenditures, thus decreasing their need for credit
lines. During the recession, existing small businesses
in general sought less credit in response to poor
economic conditions.
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The 2010 Small Business Jobs Act created a $30 billion lending fund to provide small community banks
with low-cost capital if they exceed 2009 small business lending levels. In addition, the Act establishes
small business credit initiatives at the state level, funneling $1.5 billion to finance small business lending
programs. The Act also extends $14 billion to the SBA
Recovery Loan Provisions and permanently increases
loan limits, from $2 million to $5 million, for two SBA
loan programs. The Act also added eight new small
business tax cuts.
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Source: Board of Governors of the Federal Reserve System

Demand for C&I loans may have declined, but loan
officers also reported continued growth in the number of inquiries about new or increased lines of credit. (Unlike a loan, a line of credit is not a fixed amount;
a borrower may withdraw funds up to a given credit
limit, and only pays interest on the actual amount
borrowed.) This may reflect an increasing demand
from start-up businesses or existing businesses
with cash flow issues. Long-term unemployment
has created a new pool of entrepreneurs who are
seeking funds to start new businesses. In addition,
informal credit flows from friends and family have
tightened along with negative economic conditions,
potentially driving more people to banks for credit.
Small business surveys also show some evidence of
customer switching —
 that is, small businesses seeking out new banks. According to a 2009 NFIB special
survey, 52 percent of respondents approached two
12
or more banks for a new line of credit.
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The most recent NFIB monthly survey, published in
January 2011, found that 91 percent of respondents
said either that credit needs were met or that they
were not interested in borrowing. Only 30 percent
of small businesses reported borrowing regularly.
13
Planned capital spending remained at 37-year lows.
And the NSBA found in its 2010 year-end survey that
26 percent of responding members cited lack of
available capital as a problem, compared to 29 percent at mid-year and 24 percent at the end of 2009.

small business loans, but most of the loans made by
small banks (defined as banks with assets of less than
$250 million) qualify as small business loans. In other
words, large banks are an important source of credit
to small businesses, but small businesses are more
important to small banks.

According to the January NFIB survey, the majority
of small businesses still expect credit conditions to
get harder during the next three months. Expectations hit historic lows during October 2008 through
April 2010. This historically negative outlook reflects
the fact that access to credit can be challenging for
many small businesses, even under robust economic
conditions, for the aforementioned reasons.

The NFIB found in its 2001 “Credit, Banks, and Small
Business Survey” that the average travel time between a small business and its primary financial insti15
tution was 9.5 minutes. Such use of local credit can
constrain small firms, who have forged relationships
with community banks. They may be more affected
by local credit supply conditions than firms willing
to search beyond their region for credit, or that have
already established relationships with large national
banks. Unfortunately, it is difficult to assess spatial
credit constraints because the call report data from
banks does not indicate the location of the borrower.

Though small businesses obtain credit from a variety
of informal and formal sources, financial institutions remain a primary source of credit. According
to the NSBA’s 2010 year-end survey, 45 percent of
respondents received credit from banks, up from 43
14
percent mid-year. Large banks hold the majority of

Since 1990, an increasing number of small businesses have used credit cards to help finance operations. Spending on small business credit cards tripled
between 2002 and 2007, according to the Nilson
Reports, to about $150 billion. Credit cards made up
16
roughly 14 percent of small business credit in 2009.

Figure 4: Small Business Expectations of Credit Conditions for Next Three Months
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Figure 5: Small Business Lending in 2009 ($ Billions)
Total Amount of Small Business
Lending: $889 Billion
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$70.3
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(42%)

ity with new guidance and regulations increases, the
demand for and supply of small business credit will
likely increase.
Betty Joyce Nash is a writer in the Research
Department and Kimberly Zeuli is the Community
Development and Economic Education Officer at
the Federal Reserve Bank of Richmond.
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