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EXECUTIVE SUMMARY

Just four years after the COVID-19 pandemic prompted fears of the worst round of small business
closures and bankruptcies since the Great Depression, small businesses have experienced an extraor-
dinary resurgence in the United States. Despite uneven pandemic relief programs, continuing eco-
nomic volatility, and substantial credit constraints, business formation has reached exceptionally high
levels, producing the largest volume of startups by entrepreneurs of color and women ever reported.!
While loan delinquencies and business closures have increased over time, surveys underscore small
business owners' resilience in the face of persistent uncertainty.?

As policymakers debate potential timelines for beginning to reduce interest rates, small busi-
ness lenders face important choices about how to serve this vital component of the US economy
going forward. Credit can play a critical role in helping entrepreneurs manage day-to-day cash
flows and grow their businesses over time, but lending to smaller, younger businesses is partic-
ularly challenging due to higher failure rates, data limitations, and cost factors. After the 2008
financial crisis, many banks stopped issuing small business loans to companies that did not meet
certain size and age thresholds, making it more difficult for startups and sole proprietors to access
capital. Businesses owned by minority entrepreneurs, recent immigrants, and women are particu-
larly affected by these credit constraints.

The decisions that lenders and other stakeholders make about whether and how to increase
the scale of credit access for younger, smaller businesses could thus help to determine the extent
to which the nation's recent small business resurgence produces long-term financial benefits for
entrepreneurs, their communities, and the broader US economy. To inform these issues, FinReglab
has received a grant from the Minority Business Development Agency (MBDA) and support from
Visa and Plaid to evaluate the potential for data and technology innovations to increase credit
access among minority business enterprises (MBEs) and smaller, younger businesses more gener-
ally. The project will build on FinReglLab's past empirical evaluations of the potential for cash-flow
data to improve the predictiveness and inclusion of small business underwriting models,® as well as
analyzing challenges to data and technology adoption by mission-based lenders, such as commu-
nity development financial institutions (CDFls) and minority depository institutions (MDIs).

This report lays the project's foundation by surveying the evolving market landscape of small
business lending since the pandemic to identify trends that are helping to move the lending ecosys-
tem toward a potential inflection point. Key findings include:

1. Pandemic relief efforts and racial justice initiatives in 2020-2021 injected unprec-
edented volumes of capital into the small business lending ecosystem, resulting
in substantial growth and accelerating technology adoption particularly among
mission-based lenders. This marked a watershed moment for these lenders, enhancing
their visibility and capabilities, and positioning them to better meet the capital needs of
small businesses going forward.



FinReglLab

From Crisis to Opportunity: Financing for Underserved Small Businesses Since COVID-19

2.

Section 1: Executive Summary

Both supply and demand for small business loans have been negatively affected
by economic volatility since 2022. Higher interest rates have discouraged borrower
applications, while tighter loan criteria and market consolidation have constrained the avail-
ability of credit.

. Despite these pressures, small businesses have demonstrated substantial resil-

ience over the past four years. Formation levels rebounded rapidly in the first two years
after the shutdown and remained high over subsequent years, including record levels of for-
mation among entrepreneurs of color. Delinquencies and business closures have increased
as economic conditions worsened after 2022, though they remain below levels seen in the
2008 financial crisis.

.Recent data and technology developments and federal policy initiatives could

help to facilitate further expansion of small business lending programs, partic-
ularly by mission-based lenders and banks, though the timing and scale of their
impact is difficult to predict. Understanding more about the makeup and needs of the
businesses formed since the pandemic—particularly those formed by entrepreneurs of color
and other historically underserved populations—is also important to inform and incentivize
future initiatives to expand credit access.

While these trends are largely encouraging, making substantial long-term improvements in credit
access for historically underserved entrepreneurs and smaller, younger businesses is likely to require
sustained engagement and partnerships from the full range of ecosystem actors. As stakeholders
wait for economic conditions to stabilize, this could be a productive time for banks, fintechs, mission-
based lenders, philanthropic donors and investors, advocates, and policymakers to engage with each
other to map options for sustaining and expanding upon the progress of the past four years.

This research project will help to facilitate such discussions by examining how data and technol-
ogy can potentially expand credit access for MBEs and smaller, younger businesses more generally,
particularly through mission-based lenders' efforts to scale their programs. Topics include:

»

»

»

»

»

»

Working with researchers from New York University and Columbia University to analyze
the impacts of specific cash-flow attributes on the predictiveness and inclusion of different
lenders’ underwriting models.

Research and initiatives to determine how to better serve the businesses formed since the
pandemic.

The evolving role of mission-based lenders in deploying capital to underserved small busi-
nesses vis-a-vis traditional banks and fintechs, including through diversifying their product
offerings.

Efforts by CDFIs and MDIs to scale lending to minority business enterprises and other his-
torically underserved entrepreneurs through the use of technology, automated data flows,
non-traditional data sources, and partnerships with other ecosystem participants.

The importance of evolving mission-based lenders' customer acquisition, capital access, and
technical assistance programs to support larger scale operations.

Opportunities for philanthropic donors, policymakers, technology vendors, intermediary
organizations, and other stakeholders to support the efforts of mission-based lenders to
scale small business lending.
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In addition to the empirical and qualitative research, the project will explore the potential evolu-
tion of related policy, regulation, and market practices based on stakeholder engagement and policy
and legal analyses. The goal is to take a broad-based look at options to improve credit access among
smaller, younger businesses as a way to address racial wealth gaps, spur job creation, and expand
local and national economic activity.

* % %

Part One of this report provides a primer on the crucial role that small businesses play in the
US economy, outlines the factors that make it particularly challenging for lenders to underwrite
younger, smaller businesses and for minority business enterprises and other historically under-
served entrepreneurs to access credit, and describes how the small business lending marketplace
diversified in the decade prior to the pandemic.

Part Two considers how the events of the past four years have laid the groundwork for
potential long-term improvements in the lending ecosystem. Specifically, Section 3 and Section
4 follow recent market developments and policy initiatives, focusing on 2020-2021 and 2022-
2024, respectively. Section 5 looks forward by examining how recent shifts in technology, market
dynamics, and public policy can potentially position both mission-based lenders and traditional
banks to provide greater capital access to historically underserved entrepreneurs and younger,
smaller businesses more generally.

Appendix A provides a glossary of key terms used throughout the report. Appendix B summa-
rizes the structure, terms, and accessibility of different federal small business loan programs offered
throughout the pandemic. Appendix C provides a deeper analysis of recent federal and regulatory
policy developments that may impact small business lending.



PART ONE

THE IMPORTANCE OF SMALL
AND MINORITY BUSINESS ENTERPRISES

Small businesses are a critical part of the US economy. They drive nearly half of gross domestic product,
support community development, and contribute significantly to the labor market.# As of 2023, there are
over 33 million firms in the US that meet the Small Business Administration’s definition for small business:
independent businesses with fewer than five hundred employees.® These businesses collectively employ

62 million Americans—half of the American workforce—and have contributed two-thirds of all net new jobs
created since 1995.€ They pay 40 percent of the private sector payroll and create significant benefits for
local economies through employment, supply chains, and innovation.” They also enhance quality of life in
the neighborhoods where they operate.

The landscape of small business ownership is also broadening to include more historically
excluded populations. As the country moves towards a minority-majority population in the next
20 years, the US is experiencing long-term shifts in business owner demographics. In the decade
before the pandemic, the number of small businesses owned by people of color nearly doubled,
increasing from 6 million to more than 11 million. This represents a growth rate ten times that of
all small businesses during the same period.®2 As shown in the chart below, between 2017 and 2020,
the number of Black-, Asian-American-, and Latino- or Hispanic-owned businesses each grew by
over 10 percent, while the number of White-owned businesses stayed flat.? Over the last ten years,
minority business enterprises have accounted for more than 50 percent of new businesses.™

The trend in small business ownership demographics is an important development, as entrepre-
neurship can be a powerful vehicle to build wealth and break cycles of generational poverty.™ The
racial wealth gap is one of the starkest examples of socioeconomic disparities in the US: For every
dollar held by median White families, median Hispanic families have 19 cents and median Black
families have 11 cents.” These racial wealth gaps have been estimated to cost the US economy up
to $1.5 trillion per year in dampened consumption and investment.™

Research suggests that increasing both minority business formation and success rates are crit-
ical to closing racial wealth gaps and reducing their effect on the broader US economy." Black
business owners have twelve times more wealth than Black wage earners, and the net worth of
Latino business owners is ten times that of the general Latino population.™ Research also shows
that the wealth mobility of Black entrepreneurs whose businesses succeed is equal to that of White
entrepreneurs, in contrast to the economic mobility gap that persists between Black and White
wage workers."® However, particularly within the first four years of operation, closure rates have
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historically been substantially higher among minority-owned businesses due in significant part to
challenges in accessing capital.”

Overall, about 50 percent of small businesses close within the first five years. Thus, over the
next few years, factors that impact the ability of smaller, younger businesses and MBEs in particular
to access capital will determine the extent to which the record number of small businesses formed
since the pandemic will translate into tangible long-term financial benefits for entrepreneurs, com-
munities, and the broader US economy.

FIGURET PERCENT CHANGE IN BUSINESS CHARACTERISTICS BY RACE AND ETHNICITY (2017-2020)
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Data Source: US Census Bureau, Annual Business Survey

Note: Payroll and revenue numbers may be adjusted for inflation.
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BACKGROUND

The following section provides an overview of the factors contributing to the credit gap for
small businesses. Section 21 outlines the particular challenges of underwriting small businesses
and ways that traditional bank lenders began reducing their offerings for younger, smaller busi-
nesses in the aftermath of the 2008 financial crisis. Section 2.2 describes the particular barriers
that minority business owners face due to income, wealth, and credit score disparities as well as
factors such as discouragement and discrimination. The final section describes the increasing role
that non-bank and mission-based lenders took on in providing credit to small businesses in the
decade before the pandemic.

Difficulty of providing credit access to small businesses

Access to capital is critical for the growth and survival of any business.’™ Financial buffers allow
small businesses to navigate unexpected liquidity shortages due to payment delays, seasonality,
equipment breakdowns, natural disasters, or economic downturns. Capital also facilitates business
development from the startup to the growth and maturity phases by funding the expansion of
business operations, such as leasing new locations, buying equipment, hiring additional employees,
or enabling entrepreneurs to compete for new opportunities, such as bigger contracts.’ Capital can
also drive innovation by enabling businesses to invest in technology, research, and the development
of new products or processes.

Many entrepreneurs rely on their personal savings and credit sources during the startup phase
of the business and beyond, often supplementing that with financing from friends and family.?°
However, these enterprises ultimately require external capital, such as small business loans or equity
from outside investors, to survive and grow.?' But small businesses are highly volatile by nature,
which makes them risky customers for lenders. In particular, younger and smaller businesses are the
most challenging segment to underwrite as a result of higher failure rates and default risk, difficulty
assessing business and business-owner creditworthiness, and unfavorable lending economics.

Risk of failure

Lending to small businesses is inherently more risky than lending to larger firms. A Federal
Reserve analysis found that banks that primarily focus on business loans of less than $1 million have
much higher delinquency rates than banks that focus on larger business loans, especially through
recession periods such as the 2008-2010 financial crisis.??
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Even in stable economic conditions, small business failure rates are much higher than larger
companies. Overall, about twenty percent of new small businesses fail in their first year, and half
of small businesses fail within the first five years.?

A lack of cash reserves is a major contributor to this pattern, making it difficult for small
businesses to meet liquidity needs and smooth over cash-flow shortfalls. Over half of small
businesses in the US only have reserves to cover one month of operating expenses, and one-
fourth of businesses only have reserves to cover two weeks.?* Cash reserves are even lower for
young businesses, as they are still building out and stabilizing their revenue streams. A US Bank
study showed that over 80 percent of businesses that failed did so because of inadequate cash
reserves.?* Younger businesses—in particular those less than two years old—face elevated fail-
ure rates compared to their larger, more established peers. Their business models are often still
unstable and untested at this stage, and entrepreneurs may not be as experienced in forecasting
income or cash flows, managing balance sheets, or creating financial statements, and therefore
experience greater uncertainty and volatility.

FIGURE2 SURVIVAL RATES SINCE BIRTH FOR COMPANIES FOUNDED IN 2012
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These factors all increase the risk of default for lenders, especially in lending to startups. In
response, many banks have implemented limits on the maturity or size of the businesses they lend
to—for instance by requiring at least two or three years of tax returns or financial history from
loan applicants. According to research by the Federal Deposit Insurance Corporation (FDIC), nearly
90 percent of large banks use business age as an underwriting criterion for small businesses loans.?¢
This makes it difficult to find traditional lenders offering loans for startups. Other lenders use size
thresholds such as limiting applications to businesses with a minimum amount of annual revenue.
The 2022 Federal Reserve Small Business Credit Survey found that small businesses with annual rev-
enues of less than $100,000 have the lowest rates of being fully approved for business loans, lines
of credit, and cash advances, with just 32 percent reporting that they received all of their requested
financing, compared to over 70 percent for businesses with annual revenues over $1M.
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Data limitations

The lack of consistent, widely available data about small businesses also makes it difficult for
lenders to assess their ability and willingness to pay back loans. The commercial credit scoring sys-
tem is less standardized, regulated, and comprehensive than the consumer credit scoring system,
particularly for smaller businesses. Commercial credit score coverage is much less widespread than
for consumers, with lenders reporting between a 20-40 percent hit rate for small business appli-
cants from commercial credit reporting providers such as Dun & Bradstreet and Experian.?” This
number is even lower for smaller and younger businesses, since commercial credit databases rely
on historical tradeline information such as past business payments to vendors and creditors.?® As
a result, most lenders still rely primarily on the business owner’s personal credit score in assessing
risk for small business loans. According to surveys by the Federal Reserve Banks, 88 percent of small
business owners report that they rely on their personal credit score to apply for business financing.

Small businesses are also a notoriously heterogeneous segment. This makes them difficult to
group across factors such as geography, size, age, industry, experience, growth, ownership structure,
financing, and business model, as well as the intended use of borrowed funds. Small business own-
ers vary greatly in their experience levels, motivations, level of innovation, and growth plans for the
business.®® Lending risk diverges significantly between industries with skilled professionals such as
doctors or veterinarians, who have more reliable customers and revenue-generation models, and
industries like food service and retail (e.g., bars, restaurants, bodegas) that face often large, unpre-
dictable revenue fluctuations and higher failure rates.

A small business owner may also use a loan for a variety of purposes with varying degrees
of risk—such as startup costs, inventory purchases, working capital to cover general operating
expenses during a cash-flow shortage, real estate costs or business expansion, investments in new
equipment or machinery, or debt consolidation. To counter this degree of heterogeneity, some lend-
ers have developed expertise in and preferences for specific industries that have lower risk or more
transparent financial or accounting practices, leaving other small business borrowers with limited
options.3" Additionally, some lenders have created products that are tailored to specific borrowing
needs, such as heavy equipment or truck financing. While these strategies can lower risk, they are
also expensive for lenders to develop and are narrower in scope than generalized products.

To augment personal credit scores and build a more complete picture of the business, traditional
bank lenders have historically required small business applicants to submit detailed documentation,
such as cash-flow statements, balance sheets, profit and loss statements, and tax returns. However,
newer and less experienced business owners may not be adept at putting together these kinds of
financial statements, which means they must spend substantial time and effort to complete the
application process. They are also more likely to commingle their personal and business finances in
transaction accounts and rely on consumer credit to start their business, creating a more complex
financial picture that can make it difficult for lenders to accurately assess their business finances.
With a shorter operating history, they are not likely to have an established history of payments
against commercial tradelines, especially when applying for their first business loan. All of these
dynamics create challenges for lenders looking to assess an applicant's expected loan performance
compared to an existing small business loan portfolio.
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BOX1 CONSUMER VS. COMMERCIAL CREDIT REPORTING DATA

Credit bureaus emerged in the US more than a century ago, and in recent decades have supplied increasingly
standardized data for use in automated credit scoring and underwriting systems for consumers.3? Credit scoring
models developed by companies such as Fair Isaac Corporation (FICO) use historical data about lending behavior
to assign individuals into bands according to a predicted likelihood of default. These scoring models help lenders
predict the likelihood of borrower default by assessing historical payment behavior, debt levels, and other factors
related to past loans. This offers lenders a way to compare and assess risk across credit applicants, with wide-
spread coverage across the three nationwide consumer reporting agencies: Equifax, Experian, and TransUnion.32
Research suggests these models do have some gaps in accuracy and coverage, particularly for underserved
consumer segments—there are an estimated 28 million consumers who lack traditional credit files (often called
credit invisibles) and 21 million consumers who lack sufficient history to generate credit scores (often called
unscored or unscorable) using the most widely adopted models in the US. However, given the value of standard-
ization in financial services, most consumer lenders have incorporated credit scores and reports into their internal
underwriting models and criteria.

Commercial credit scoring, by contrast, developed later in small business lending. In the early 2000s, commer-
cial credit scores primarily relied on business owners' personal credit scores, augmented with limited information
about the business. Although business credit bureaus such as Dun & Bradstreet, Equifax, and Experian have
begun to invest in standardizing business records as well as reports on business debts and repayments (“trade-
line" data), many lenders today still rely on the business owner's personal credit history. This presents a barrier
to entrepreneurs from underserved backgrounds, preventing them from accessing the credit needed to establish
and grow their businesses, as they often do not have prime personal credit histories.

Unfavorable economics

The heightened risk of closure, difficulty of assessing creditworthiness, and heterogeneity of small
businesses also tend to drive up lender costs, particularly for smaller loans to smaller businesses.
Considering baseline economics, the fixed costs of originating and underwriting a loan regardless of
loan size mean that lenders see much lower margins when offering a $15,000 loan compared to a $1
million loan.?* Small business loans are also generally more complex to underwrite than consumer
loans, and banks have traditionally relied on manual and relationship underwriting. This requires
loan officers to spend substantial time working with applicants to collect and review their financial
documents and often includes the banker's subjective evaluation of the applicant’s likelihood to
repay a loan. This kind of relationship-based underwriting frequently takes into account knowledge
of local market conditions and community contacts that provide valuable input into the chances
of a business succeeding, but it is substantially more labor intensive than relying on automated
scoring and underwriting models.?®* Intermingled finances and heterogeneity among small business
borrowers can also increase loan-monitoring costs for lenders in this segment, creating additional
expenses even after origination.*® In addition, depository institutions often depend on capital from
bank deposits to support their business lending activities, but the smallest businesses do not bring
in stable, large deposits for banks, as they struggle to balance cash inflows and outflows.

Conversations with lenders across traditional banks, fintechs, CDFls, and MDIs all emphasize
the fundamental challenge of making the economics work for smaller loan sizes, in contrast to
larger commercial and real estate lending where the unit economics are more favorable. One
stakeholder analogized small business lending to the decision between using a truck to haul a
couple of large boulders, or individually picking up thousands of small pebbles by hand.

In the aftermath of the 2008 crisis, banks increasingly implemented thresholds based on loan size
to improve their lending economics. For instance, many large and community banks set minimum
loan requirements for small businesses and decided they would not approve loans below $50,000
or $100,000.*” To reduce lending costs, larger banks have also implemented automated underwriting
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systems leveraging quantitative models that use standard data inputs like credit scores. These sys-
tems are built to ingest "hard” data rather than the “soft" data gathered from small business owners
during meetings with loan officers.?® Soft or relationship-based data is harder to quantify, verify,
and transmit into these models, further reducing the chances of a bank approving a loan applicant
that may have otherwise been approved with a judgmental underwriting approach.®®

Many banks also require security or collateral for small business loans to serve as a potential
second source of repayment, which lowers their risk. Secured loans require borrowers to offer up
collateral such as cash, real estate, vehicles, inventory, or equipment that the lender can seize in the
event of default. These loans require the business owner to have valuable assets, either owned by
their business or personally. By contrast, unsecured loans allow small businesses to take out financ-
ing without backing it with collateral, which tends to be more expensive for lenders because of the
higher risk of losses. To mitigate this, it is common for lenders offering unsecured loans to require a
personal guarantee, where the business owners guarantee the loan with their personal assets.#® Many
lenders also require a blanket lien, or UCC-1 lien, which gives them the right to claim the borrower's
business assets in the case of default to repay the value of the debt.#' However, lenders usually do
not factor liens into their underwriting processes because the likelihood of recovery is limited and
highly variable depending on the circumstances, and microbusinesses and startups frequently lack
sufficient assets to secure the loan amount. UCC-1 liens are therefore a last resort and do not ensure
that the lender recovers default losses.

As aresult of these factors, many big banks have significantly decreased lending to smaller, younger
businesses. This trend began in the aftermath of the 2008 recession, when banks pulled back aggres-
sively from the market, given poor loan performance, market volatility, and regulatory and investor
pressure to stabilize their portfolios.?? For instance, the Big Four banks reduced their annual lending
volume to small businesses by 44 percent between 2008 and 2020.#* Data on loan originations across
US banks shows that volumes across the entire small business lending sector were slow to recover
throughout the decade after the recession, never fully returning to pre-2008 volumes.** As a result,
small business loans as a share of total loans declined over the decade before the pandemic.®

FIGURE3 PERCENT CHANGE IN SMALL BUSINESS LOAN BALANCES SINCE 2008
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This created an inverse linear relationship between the size of a bank and their likelihood to lend
to small business—the bigger the bank, the less likely they are to offer small business loans.#¢ This is
especially true for unsecured or lightly secured “microloans,” which are often defined as loans with
balances under $50,000, though there is no single universal threshold. Big banks have the smallest
ratio of microloan holdings to assets, compared to smaller banks.#” While other lenders have begun
to step into the gaps created by bank retrenchment, as discussed in more detail in Section 2.3,
these factors and trends create a misalignment between credit supply and demand, especially for
younger, smaller businesses. These strains are particularly severe for minority business enterprises
and other historically underserved entrepreneurs, affecting patterns of business formation, longev-
ity, and growth, as discussed in the following section.

Heightened access challenges for MBEs and other historically underserved entrepreneurs

Businesses owned by people of color, recent immigrants, women, and other socially and eco-
nomically disadvantaged individuals often face substantial additional obstacles in accessing
credit beyond the general challenges facing smaller, younger businesses described above.*® These
challenges are due to a combination of factors that can reinforce each other and play out over a
business's life cycle, making it more challenging not only to launch but also to meet bank lending
thresholds over time. While this paper focuses specifically on the challenges facing minority busi-
ness enterprises, increasing access to credit for younger, smaller businesses more broadly could
also provide benefits to other types of historically underserved entrepreneurs.*

BOX2 WHAT CATEGORIES OF SMALL BUSINESSES ARE PARTICULARLY UNDERSERVED?

In addition to entrepreneurs of color, research suggests that firms owned by women,® immigrants,®
justice-impacted individuals,®? residents of historically redlined neighborhoods,** and to a certain extent veter-
ans®* and entrepreneurs in rural communities®s can face heightened challenges in accessing credit to start or grow
their businesses. Relative to their peers, business owners who belong to one or more of these groups often report
higher rates of loan denials, approvals for less credit than requested, and discouragement in deciding whether to
apply for credit in the first place.

A number of factors may contribute to such outcomes, including disparities in revenue and the length of
business operations, lack of personal assets and collateral, credit history and scoring gaps, and other types of
formal and informal barriers.>® While some obstacles are similar across different underserved segments, others
may not be. For example, somewhat similar to MBEs, women-owned businesses tend to be younger, have less
equity capital, and are more likely to report discrimination and discouragement than male-owned businesses,*’
but analyses of the extent of credit score gaps between male and female entrepreneurs are mixed.*® Immigrants
often face difficulties transferring credit history from their countries of origin, as well as additional barriers to
accessing financial services compared to non-immigrant groups, such as language barriers and their immigration
status. Similarly, justice-impacted individuals often start small businesses because of severe challenges in find-
ing employment, but then find that thin or damaged credit files or lender policies concerning criminal histories
may limit their ability to access business loans.*® Rural business owners tend to be more financially stable than
non-rural businesses and are eligible for some specialized federal programs, but have been disproportionately
impacted by bank branch closures and consolidations in their local communities.°

Similar to MBEs, closing existing disparities for these businesses would contribute substantially to the economy,
particularly given that many of these subgroups are founding small businesses at much faster rates than the US
average. For example, the rate of business formation, job creation, and revenue growth among women-owned
firms was roughly double the rate of men-owned firms between 2019 to 2023, and firms owned by Black women
produced higher rates of job creation and revenue growth than either women- or Black-owned businesses more
generally." One study estimates that eliminating the gaps in average revenues between firms owned by women
of color and White women would increase annual revenues by $667 billion and between women and men-owned
businesses by $8.7 billion.6? Other analyses find that immigrant-owned businesses make disproportionately large
contributions to innovation and growth in the broader US economy.®?
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Gaps in income and asset accumulation are important factors, as they impact the ability of
entrepreneurs to invest in new businesses, obtain support from friends and family, and qualify for
loans. Existing asset disparities between White and racial minority households can pose particu-
larly significant challenges to MBEs in securing capital.®* Over the two decades leading up to the
pandemic, the median White household held between $100,000 and $175,000 more in assets than
median Black and Latino/Hispanic households, with disparities often exceeding a factor of ten.®s
Black and Hispanic households’ median incomes remained between 55 percent and 75 percent of
White household income over the same time period.®® After the pandemic, median family wealth
jumped more rapidly for White households than for Black and Hispanic households.®”

FIGURE4 MEDIAN FAMILY WEALTH BY RACE AND ETHNICITY, 1983-2022
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Data Source: Urban Institute calculations from the Survey of Financial Characteristics of Consumers 1962, the Survey of Changes in Family
Finances 1963, and the Survey of Consumer Finances 1983-2022.

These disparities make it harder for minority businesses to access capital, as they often lack the
assets required to collateralize loans and may struggle to accumulate personal savings or to leverage
their networks for funding.®® When it comes to obtaining capital to start their businesses, minority
business owners often lag behind their peers. For example, studies have shown that, on average,
entrepreneurs of color start with much less capital than their White counterparts, regardless of how
they enter business ownership, whether through founding, inheriting, or purchasing the business.®®
One study cites that, on average, Black-owned firms obtain just $35,000 in startup capital in their
first year of operation, compared to $107000 for the average White-owned firm.”® Business owners
of color are more likely to rely on personal savings, families, and friends to finance their businesses
compared to their peers.” However, due to systemic barriers and wealth gaps, these sources of
equity investment are often limited, making it more difficult to sustain and grow their businesses
in the long term.

Similar disparities appear in credit scoring.”> Racial minorities and recent immigrants are less
likely to have sufficient credit history to generate personal credit scores. Research shows that over
25 percent of Black and Hispanic adults lack scores under the most widely used models, compared
to about 16 percent of White adults.” Among adults with credit scores, median FICO scores are 60 to
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100 points lower among Black and Hispanic adults as compared to White adults.” A recent study by
the Urban Institute also showed that the median credit scores of Black and Hispanic business own-
ers were about 50 to 100 points lower than those of White business owners during the pandemic
period.” Furthermore, Black and Hispanic adults are up to two times less likely than White adults to
have prime or near prime credit scores.”

Racial minority and female business owners also face higher rates of denial when applying for
funding, even when financial factors are accounted for.”” Minority firms are denied loans at a rate of
nearly three times that of non-minority firms.”® Even when approved, they are less likely to get the
full amount they requested.” Surveys also show higher rates of discouragement among MBEs and
women—having often faced systemic barriers, discrimination, and denial in the past, they are less
likely to apply for funding in the first place out of fear of rejection.®

FIGURES ACCESS TO CREDIT BY RACE AND ETHNICITY
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Notes: Compared to White individuals, Black individuals are 1.8x more likely to be credit invisible or unscorable. Even when scorable, they
are 1.9x less likely to have access to prime or near-prime rates.

These dynamics help to explain why minority business enterprises are disproportionately con-
centrated in industries with lower barriers to entry, which often have relatively high competition,
lower revenues, and thinner profit margins. Traditionally, minority-owned businesses have been
overrepresented in low-growth, low-revenue industries such as food service, accommodation,
small-scale retail, and other service industries such as beauty parlors, dry cleaners, laundromats,
and grocery stores.®' They also tend to be smaller than non-minority owned businesses by employee
count and receipts, with a gap in combined gross receipts of ten to one.®2 This, in turn, can affect the
size and availability of loans since many lenders limit loan size to twice monthly revenue, which is
often under $50,000 for minority firms.® A study by JPMorgan Chase & Co. Institute revealed that,
among businesses established in 2012 and 2013, the median revenues of Black-owned firms were
persistently less than half of those generated by White-owned firms, and the median revenues of
Latino-owned firms were approximately three-quarters of their White counterparts, as shown in
the chart below.
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FIGUREG6 MEDIAN REVENUES IN FIRST FIVE YEARS FOR BUSINESSES FORMED 2013-2014, BY OWNER RACE
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Note: Sample includes firms founded in 2013 and 2014.

A strong track record is important for building a successful business profile—a key determinant
for accessing capital.® However, the disadvantages faced by minority businesses described above
often continue or even compound throughout the life of the business and can make it difficult for
them to meet the criteria set by traditional lenders to qualify for loans. Lack of access to credit or
other capital particularly during early stages in turn can contribute to higher failure rates, particu-
larly within the first five years of operation.®® This means that Black entrepreneurs are more likely
to experience downward economic mobility than White entrepreneurs.&®

The gaps that MBEs face in business growth and capital access present a massive opportunity
cost to households, communities, and the broader US economy. A recent report by the Minority Busi-
ness Development Agency calculates that $5.3 trillion in economic potential is left untapped due to
the opportunity gap between minority and non-minority-owned businesses.®” Prosperity Now esti-
mates that increasing the share of minority-owned businesses with $1 million or more in revenue and
bringing the share of minority-owned employer businesses into parity with White-owned employer
businesses would add 13 million new jobs and more than $3 trillion to the economy, respectively.®®
Several other studies emphasize the transformative impact that closing gaps in wealth and in the
number of minority-owned employer businesses could have on the economy.®® As discussed above,
the potential to address racial wealth gaps through entrepreneurship is also substantial.
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FIGURE7 THE SELF-REINFORCING CYCLE OF UNDERSERVED BUSINESS OWNERS & CREDIT ACCESS
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Role of non-traditional lenders in meeting small businesses credit needs

Faced with these cumulative challenges, smaller, younger businesses and MBEs have increasingly
turned to non-traditional lenders, especially as bank products became more difficult to obtain after
the 2008 financial crisis. While banks generally maintained their small business credit card pro-
grams—which can carry interest rates three times the level of business loans and primarily rely on
consumer credit reports for underwriting—many constrained the availability of small business loans
and lines of credit by imposing new thresholds and criteria in the aftermath of the financial crisis as
described above. In addition, more than 13,000 bank branches closed between 2008 and 2020, a 14
percent decline driven by digital adoption, mergers, shifting banking economics, and competition.®°
Because banks' small business lending programs still relied in large part on branches, these closures
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affected the ability of small businesses to access credit, particularly in low-income and minority
communities.®

The decline in bank lending coupled with technological innovation during the decade prior to
2020 led a variety of non-bank lenders to take on heightened roles in providing capital to small
businesses.®? Non-bank lenders grew rapidly, including fintechs such as Funding Circle, merchant
cash advance companies such as CAN Capital and RapidFinance, payment processors such as Square
and Paypal, and e-commerce companies and platforms such as Amazon and Walmart. Some mis-
sion-driven lenders also began to prioritize lending to smaller, younger businesses, though at a much
smaller scale. These alternative lenders have increasingly dominated the landscape of small business
lending since the Great Recession, experiencing a tenfold increase in small business loan originations
between 2010 and 2016 alone.?* Paypal has reported that over half of the total value of its work-
ing capital and business loan originations in the US were in areas with ten or more branch closures
between 2017 and 2021.°* The Federal Reserve small business credit survey showed that over 40
percent of employer small businesses turned to alternative funding sources such as online lenders,
finance companies, and non-profit lenders between 2014-2019.%°

Fintechs & other non-hanks

Alternative lenders differ from their bank counterparts across several dimensions—including
diversity of products, use of technology and data, capital sources, and risk appetite—driving shifts
in the small business lending market.

Whereas banks have offered relatively similar and standard small business loan products for
decades, non-bank lenders vary widely as to their product structures and business models, from
standard term loans and lines of credit to revenue-based products, crowd-sourced and peer-
to-peer funding, and specialized equipment or vehicle financing. Many alternative lenders offer
shorter repayment schedules, opting for daily, weekly, or bi-weekly draws directly from borrower
accounts instead of monthly repayments, or taking a percentage of each credit or debit card pay-
ment a small business receives. This can be challenging for small businesses as they have less time
in between payments, although allowing repayment amounts to vary with revenues can also give
small business borrowers greater choice in aligning repayment structures to their unique needs and
financial situations.

Many alternative lenders have used technology and, in some cases, new data sources to stream-
line loan processes. Online lenders have developed digital platforms for application processing
and funding delivery, leveraging automated screening processes to make approval decisions more
quickly than traditional bank systems. While the sophistication of their underwriting and the extent
to which they rely on non-traditional data sources varies, many alternative lenders have driven
innovation in underwriting methods. A number of fintechs rely on automated feeds of bank account
information, payment records, and credit bureau data rather than requiring applicants to submit
traditional financial statements, which can be helpful to smaller, younger businesses that have less
formalized accounting systems.?¢ Research suggests that MBEs and other small business borrowers
are drawn to fintechs and other alternative lenders in significant part because of their more rapid
underwriting and funding processes enabled by data and technology. The use of online applications,
technology and automation in underwriting methods, and open banking integrations often allows
them to provide same-day decisions and even disbursements.?” While historically banks have taken
over one month to process a loan application and deliver funding, fintechs can offer loan approval
and funding within a day to a week.?® This can make an enormous difference for small businesses
facing cash-flow shortfalls or in need of emergency funding.
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BOX3 MERCHANT CASH ADVANCES (MCAs)

MCAs operate by providing funding to small businesses and collecting repayment either through daily with-
drawals from business bank accounts as a percentage of historical revenues or by taking a percentage of each
credit or debit card payment the small business receives. They are known for their high fees and extractive
repayment structures and are often criticized for concealing the true costs that borrowers will pay. Several
MCA providers have been prosecuted by the Federal Trade Commission (FTC) for deceptive and unfair business
practices.®® While borrowers may feel that they have little alternative particularly if they have been rejected
by other lenders, the higher capital cost, stringent repayment timelines, and questionable business practices of
some MCA providers can pose significant risks for underserved entrepreneurs.'°®

However, while the lenders’ speed and adoption of technology and data-driven models have
profoundly reshaped the financial services industry, many charge higher fees and interest on loans.™
Without access to customer deposits like traditional banks, alternative lenders rely on more expen-
sive and impatient sources of funding. Their pricing is also affected by their willingness to extend
smaller loans and their risk appetites.’® This has resulted in a spectrum where some lenders may
offer lower rates to certain subgroups of borrowers than traditional banks,’** while others charge
annual percentage rates in the triple digits. The extent to which alternative lenders are willing to
lend to applicants with substantially lower credit scores and higher risk profiles than traditional
banks also varies.

Not surprisingly, given the high degree of variation among alternative lenders, stakeholders are
divided as to the extent to which they are having positive impacts on small business borrowers.
Online lenders often receive lower satisfaction ratings than traditional lenders, and critics argue
that some claims about the sector’'s impact on financial inclusion are overblown. Merchant cash
advances (MCAs) have been particularly controversial despite their substantial growth over the last
two decades.®* At the same time, alternative lenders' ability to deliver smaller loans more quickly
and their openness to trying new product structures and data sources have also sparked substan-
tial innovation in the market and provided new options to business owners that have struggled to
obtain loans from traditional sources.® In a number of cases, alternative lenders have partnered
with banks and mission-based lenders as a way of reaching additional customers and leveraging
their lending platforms more broadly.’°®
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TABLET SMALL BUSINESS CAPITAL SOURCES

SMALL BUSINESS PRODUCTS

LENDER TYPE & SERVICES OFFERED ACCESSIBILITY (0STS SPEED

BIG BANKS Standard banking products | Often limited to larger, Typically charge market Historically, traditional
such as business checking established businesses interest rates for loans lenders take at least one
and savings accounts, term | with at least 2-3 years of as well as standard 1-6% week to make an approval
loans and lines of credit, operating history, prime originations fees. Business decision, and another
typically upwards of $100k. | credit scores, and annual credit cards have higher 1-2 months to get funds
Business credit cards with revenue over $100K. interest rates and use risk- disbursed. They are also
variable, risk-based double- | Typically require prime based pricing to account less likely to offer online
digit APRs. credit and sometimes for default risk. applications and loan

business credit history. processing, requiring
Also often require collateral business owners to visit
in the form of real estate or a branch or call.
business assets.

MINORITY DEPOSITORY | Standard banking products | Frequently offer special Frequently offer below- As long or longer than

INSTITUTIONS (MDI), like business checking and products and programs market interest rates to traditional banks, smaller

(OMMUNITY BANKS, savings accounts, as well tailored to minority borrowers that they offset | banks are likely to

AND CREDIT UNIONS as business term loans and | business owners, though with philanthropy and bank | have a loan committee
lines of credit. they may still require at CRA partnerships. to manually review

least 1-2 years of operating applications.
history and a prime credit

score or an established

business tradeline record.

(DFIS Small business term loans, Typically offer special Offer below-market As long or longer than
microloans, and credit products and programs interest rates to borrowers | traditional banks, with
building loans as small as tailored to underserved that they offset with manual loan processing
$1000. Some CDFls have business owners and philanthropy and bank and limited operations.
recently begun offering startups. Provide technical | CRA partnerships.
lines of credit to meet assistance to help
the day-to-day cash- applicants.
flow needs of business
borrowers.

FINTECHS AND A variety of products Available to smaller, Often charge higher Known for fast turnaround,

ONLINE LENDERS with varying terms and younger businesses with interest than traditional they can make an approval
repayment options, from shorter operating history, bank lenders, reflecting the | decision nearly instantly
standard term loans and smaller annual revenue. additional risk they take on. | and sometimes get funding
lines of credit to revenue- Frequently don't require disbursed in the same day.
based products, crowd- owner to have prime
sourced and peer-to-peer credit history.
funding, and specialized
equipment or vehicle
financing.

MERCHANT CASH Funding as an advance on Widely available to small Charge high fees and Known for fast turnaround,

ADVANCE (MCA) future earnings and collect | business owners. interest, sometimes they are frequently a

COMPANIES repayment as a share of obscuring true costs “last resort” option for
earnings plus fees and to the borrower. business owners facing an
interest. emergency or a cash-flow

shortfall with limited
capital options.

Mission-based lenders

A number of mission-based lenders also increased the scale of their small business operations in
the aftermath of the 2008 financial crisis to help fill the gaps left by traditional lenders.’®” Although
many CDFls and MDIs concentrate on larger-scale community development projects and larger
small business loans, some have specialized in lending to smaller, younger businesses as a critical
strategy for meeting the needs of minority business enterprises and other historically underserved
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entrepreneurs. The international nonprofit Accion helped to encourage the foundation of US based
microlending programs starting in the 1990s by licensing the Accion brand to several non-profits
around the country. It later formed a non-profit called the Accion U.S. Network to help its licensed
affiliates to reach greater scale.®® The Aspen Institute also organized a series of programs in the
decade following the financial crisis to encourage the establishment and expansion of small busi-
ness microlending programs.’®®

Mission-based lenders that offer microlending programs provide not only capital but also
business advisory services (often called technical assistance or developmental services) and net-
working opportunities for entrepreneurs. They frequently employ specialized, relationship-driven
underwriting techniques and unique credit products that cater to the needs of underserved groups
like entrepreneurs of color. Some microlenders also began developing lending platforms, fintech
partnerships, and more sophisticated data analytics over the course of the decade to better meet
the scale of demand in this segment. However, although mission-based lenders can often access
relatively low-cost capital from philanthropic organizations, bank community reinvestment part-
nerships, and other sources, they too struggle with the economics of making very small loans to
smaller, younger businesses given relatively high fixed costs for underwriting. Indeed, the com-
bination of these cost dynamics and mission- and funder-driven pressures to keep rates low can
affect the extent to which mission-based lenders can serve borrowers with riskier profiles."®

BOX4 TECHNICALASSISTANCE FROM MISSION-BASED LENDERS

Mission-based lenders like CDFIs typically go beyond just providing direct lending or capital to their borrow-
ers. They often offer additional valuable support services that include business coaching, financial education,
credit counseling, loan application assistance, networking opportunities, and other services. Technical Assistance
(TA) generally refers to these kinds of supplemental support services, often non-financial in nature, that mis-
sion-based lenders provide. The services are intended to equip borrowers with knowledge and resources, help
build capacity and improve operations, and are typically aimed at helping address some of the barriers that
underserved businesses face in either starting, running or growing their businesses or in accessing capital.™

The types of TA offered can vary widely. TA may focus on business development and operations, including
assistance with business planning, budgeting, cash flow management, financial literacy and financial trauma
training, marketing, sales, e-commerce, and leadership training. TA may also focus directly on lending, including
assisting borrowers in preparing financial statements and completing other loan application requirements, as
well as counseling with regard to prior debts in some cases. TA provided after origination may also play a role in
facilitating loan repayment, and evidence suggests that CDFIs leverage it to improve client outcomes and miti-
gate risk."2

There is also variation in how the TA is offered. Some lenders provide formal programs, often with designated
staff and curriculums.”™ In other cases, the TA is more informal and ad-hoc, tailored to the needs of the borrowers
as they arise. Given the resource constraints that CDFIs face, it can be challenging for a CDFl to have a full-time TA
staff member. In such cases, staff members typically toggle between different roles. For example, lending staff
often provide informal TA as well as processing applications. Prior to the COVID-19 pandemic, many of these TA
programs were held mostly in person, requiring clients to carve out time and other resources to attend. However,
the digital transformation that took place during and after the pandemic has led to a shift towards online or
hybrid TA programs, to make them more accessible and convenient for business owners.

TA is viewed by many mission-based lenders as a critical component of their approach, often described as
the "secret sauce” that sets them apart from fintechs and traditional banks. However, it can be time consuming,
expensive, and difficult to replicate or scale.
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As the small business lending market slowly began to grow again after the 2008 crisis, market
share increasingly shifted toward these non-bank lenders. As mentioned earlier, overall loan vol-
umes among banks did not return to pre-crisis levels until the middle of the decade and remained
largely flat thereafter™ In contrast, non-bank volumes recovered earlier and kept rising over time.
Investors also concentrated on alternative lenders, with several companies reaching unicorn status,
including OnDeck and CAN Capital."® Across the fintech sector as a whole, venture capital funding
grew from $19.4 billion in 2015 to $92.3 billion in 2021.m®

FIGURES BANKVS. NON-BANK LOAN ORIGINATION
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Heading into 2020, the small business lending market appeared to be moving toward a new equi-
librium increasingly dominated by non-bank lenders. However, many small businesses—particularly
MBEs and other historically underserved entrepreneurs—reported that they were still struggling to
obtain credit even after the longest period of economic growth in the nation’s history."” As of the end
of 2019, only 1in 2 employer firms that applied for credit received the financing they sought,™® high-
lighting a lingering credit gap that would soon be exacerbated by the COVID-19 pandemic.



PARTTWO
CREDIT ACCESS AND THE COVID-19 RECOVERY

When the (OVID-19 pandemic struck, no one anticipated that it could lay the groundwork for long-term
improvements in the credit ecosystem for historically underserved entrepreneurs and younger, smaller
businesses more generally. The immediate focus was on the existential health and economic threats
created by the pandemic and lockdown, and later on managing the substantial hardships created by sharp
increases in inflation and interest rates. Nearly two years after inflation rates began declining in mid-2022,
small businesses and lenders are still waiting to see whether the US economy makes a soft landing without
triggering another recession.

Yet while managing these hardships and uncertainties continues to require substantial attention,
there have been important developments with regard to the underlying composition of both the
small business sector and the lending ecosystem that supports it. Depending on economic devel-
opments and the choices made by stakeholders, the lending ecosystem appears to be approaching
an inflection point that will determine the extent to which recent short-term improvements can
translate into substantial, longer term improvements in economic and financial inclusion.

As represented by the graphic below, there are at least three possible pathways forward. Though
it is looking increasingly unlikely, there is still some risk of market conditions worsening and leading
to a delayed recession. This would likely drive further credit tightening and widespread business
closures among the new businesses formed since 2020. The market could continue on a middling
course, with substantial involvement from alternative lenders but a continuing gap between sup-
ply and demand driven by a shortage in microlending and non-traditional underwriting methods.
A third path would capitalize on the momentum developed over the last few years to increase
the scale of responsible lending to younger, smaller businesses substantially, helping the enormous
cohort of post-COVID businesses to sustain their momentum, with significant benefits for the econ-
omy and underserved communities.

Tracing the developments of the past four years helps to understand this potential inflection
point and inform discussions about possible paths forward. In the next two sections, we examine
critical economic, policy, and credit market developments between 2020-2021 and 2022 to early
2024, as well as their impacts on both small businesses and lenders. The third section looks ahead,
analyzing the ways that broader technology adoption trends and additional recent policy initiatives
could facilitate additional lending system improvements, as well as the importance of better under-
standing the businesses that have formed since the pandemic to help sustain and deepen their
impacts on wealth formation, job creation, and the broader economy.
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BUST & BOOM (2020-2021)

Market dynamics & policy response

Small business owners were among the first groups affected and, in many ways, the hardest
hit by the sudden economic contraction caused by COVID, especially during the initial phases of
the pandemic. Government-imposed shutdowns to reduce the spread of COVID resulted in an
immediate wave of business closures. Many small business owners faced a total loss of their rev-
enue and livelihoods. Small businesses tend to be more vulnerable to economic shocks than larger
businesses generally because they are less likely to have backup capital, emergency plans, or
safety nets. Not only were small businesses dealing with economic impacts from the pandemic,
but many owners also bore the emotional toll of worrying about the safety of their employees,
customers, and family members.

Small businesses in underserved communities were even more likely to be affected by the
pandemic, subsequent government shutdowns, and directives such as stay-at-home orders, travel
restrictions, and sanitation requirements.?® While the number of total active business owners
declined by 22 percent between March and May of 2020, the largest decreases were experienced
by racial minority-, immigrant- and women-owned businesses.”? An estimated 41 percent of Black-
owned and 32 percent of Latino-owned businesses closed.’?? Many business owners turned to
emergency loans and relief programs to sustain them.

Lenders across the board recognized the dire need for relief and began offering support to small
businesses within weeks of the first stay-at-home orders. Rapidly transitioning to digital channels,
banks implemented temporary customer assistance programs to defer payments, waive overdraft
and late fees, and pause foreclosures, repossessions, and negative credit bureau reporting.’? Consis-
tent with past disasters, mission-based lenders such as CDFls also stepped in ahead of government
relief programs to support small businesses through the pandemic. They implemented emergency
loan products, offered delayed repayment plans, partnered with local governments to roll out emer-
gency grant programs, and provided technical assistance to help businesses navigate the crisis and
apply for relief programs.’?4

Federal and state relief programs were unprecedented in their size, scope, and speed relative to
other downturns and disasters. With the passing of the CARES Act on March 27 2020, the Small Busi-
ness Administration (SBA) implemented the Paycheck Protection Program (PPP), updated terms of SBA
7(a) and 504 loans, and revived the Economic Injury Disaster Loan (EIDL) program.?® The first round
of PPP funding for small businesses went live just seven days later, on April 3, 2020, allocating $349
billion in loans.”?¢ The second round of PPP provisioned another $310 billion, and the third round $284
billion.’?” Altogether, the SBA provided more than $1 trillion in relief funds to small businesses between
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2020 and 2021—over 1,000 times what the SBA sets aside annually for its entire lending program.’?®
PPP, the largest SBA relief program, increased average small business cash balances by 136 percent,
enough to cover nearly four weeks of expenses, and reportedly saved nearly 90 million jobs.'>®

TABLE2 STANDARD VS. PANDEMIC FEDERAL SMALL BUSINESS LOANS
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PURPOSE » SBA's flagship small business loan program provides » Pandemic relief programs were designed to help
financial assistance to eligible small businesses for businesses keep their workforce employed during the
various business-related purposes such as working COVID-19 crisis and provide economic relief to small
capital, equipment, business expansion, etc. in the businesses experiencing a temporary loss of revenue.
form of government guaranteed loans. N
& & » PPP loans were offered through participating lenders
» Loans are offered through participating lenders that that entered into an agreement with SBA. EIDL loans
enter into an agreement with SBA. were offered directly through SBA.
ELIGIBILITY » Operating business (for-profit) » Eligibility criteria shifted across three rounds of PPP,
but lly included:
» Located in the US ut generatly m{c uae )
» Small businesses with fewer than 500 employ-
» “Small” under SBA size requirements ees (or meeting SBA industry size standards)
» Meet SBA's business type eligibility requirements »  Self-employed individuals and certain
non-profit organizations
» Inability to obtain the desired credit on reasonable
terms from non-Federal, non-State, and non-local » EIDL loans were designated for small businesses
go\/ernment sources dil’ecﬂy affected by COVID-19 or those in related
industries likely to be harmed by losses
» Creditworthy and demonstrate a reasonable ability
to repay the loan
LOAN SIZE » Maximum amount of $5 million » Maximum amount of $2-10 million (based on 2.5x

average monthly payroll costs, with a cap of $100K
annual salary per employee)

PPP: Average loan size of $206,000 in round 1, $101,000
in round 2, $42,000 in round 3.

EIDL: Average loan size of $96,000

Initially had a $10,000 emergency advance program,
which ended in July 2020.

INTEREST RATE; FEES;
(OLLATERAL; GUARANTEES
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Vary depending on the lender and the specific terms
of the loan, but typically fall between 10-15%. Inter-
est rates are negotiated between the borrower and

the lender, but are subject to SBA maximums, which

are pegged to the prime rate or an optional peg rate.

Interest rates may be fixed or variable.
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Lenders pay an upfront fee (SBA Guarantee Fee) for
each loan guaranteed but are permitted to pass the
cost of the fee on to the borrower
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Lenders also pay an annual service fee which they
cannot pass on to borrowers
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PPP: 1% fixed for all borrowers, with 100% SBA
guarantee and no collateral required

EIDL: 3.75% for small businesses, 2.75% for non-profits,
with no personal guarantees for loans under $200K

EIDL had a lien filing fee only for loans greater
than $25K

»

REPAYMENT TERMS » The shortest appropriate term, depending upon the » PPP: 5 years for loans made after June 5, 2020;
borrower's ability to repay. 2 years for loans made before that date (with the
) ) possibility of deferment), but borrower can apply
» The term varies, depending on the lender and the for forgiveness, which converts the loan into a grant.
specific terms of the loan (usually up to 10 years for
working capital and up to 25 years for real estate) » EIDL: 30 years with payments deferred for the first
2 years
LOAN FORGIVENESS » None » PPP: Up to 100% of PPP loans can be forgiven if the

funds are used for eligible expenses (e.g., payroll,
rent, utilities) and the borrower maintains or rehires
employees

EIDL: no loan forgiveness outside of the initial
$10,000 emergency advance grant
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The need to rapidly deploy vast volumes of capital to small businesses during COVID necessi-
tated the relaxing of rules and requirements that typically accompany federal loan programs. For
example, PPP substantially decreased the amount of paperwork and documentation needed from
borrowers and did not require personal guarantees or collateral, which can often discourage small
businesses from seeking traditional SBA-backed loans.™® PPP loans also did not require repayment
if borrowers complied with specified rules about how the funds could be used, and they applied
for and met criteria for forgiveness. As of October 2023, over 90 percent of PPP loans and 96
percent of loan amounts had been forgiven, indicating the effectiveness of this policy for small
business borrowers.’!

The initial rollout of PPP, while extraordinary in its magnitude and crucial for saving businesses
and the economy, also magnified existing inequities.” The design of the first phase program and
its delivery system were not well equipped to reach underserved small businesses, providing cap-
ital mainly to bigger, established businesses through traditional, larger lenders.*®* For example, the
eligibility threshold for lenders in the first rollout of the program in April 2020 was set at $50 million
in assets, which exceeded the size of many CDFIs and made it nearly impossible for them to par-
ticipate, and structural requirements also complicated fintech participation. Application of “Know
Your Customer” requirements under anti-money laundering rules incentivized participating lenders
to focus on existing customers, particularly in the initial rush to get first round funds out th