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introduction

•
by so many small businesses. In October 2007, the

Finally, hybrid programs are likely to make
more types of credit available to more borrowers, thus increasing their value in strengthening
state economies and creating jobs.

Availability of Credit to Small Businesses” stated:
“The concerns of the Congress and other policy-

than do large businesses or other types of bor-

Under the plan, states would pay any added loan-default costs incurred by the federal government as a
result of enhancing or wrapping state programs.
This report on that workshop is divided into four sections.
•

Section 1, Background looks at the principal
differences in federal and state loan guarantees, especially how the costs of these pro-

•

Section 2, Findings sets forth the business
and policy issues that must be addressed if
“customization” is to become a practical approach to small-business lending.

On June 14-15, 2012, the San Francisco Federal
Reserve Bank, in cooperation with the Milken Institute, the Los Angeles Local Development Company,
Capital Access Group, and Wall Street Without Walls,

•

Section 3, Conclusions
ments of a customization strategy capable of
responding to these policy and business challenges.

proposal for addressing small-business credit risk.
The workshop, “Customizing Federal and State Loan
-

•

Section 4, Recommendations proposes spe-

cymakers may focus on changes that reduce
these constraints.”

potential of using SBA and other federal guarantees
to “wrap” or “enhance” state loan-guarantee and insurance programs. The hybrid strategy would improve
publicly sponsored efforts to support credit for small
businesses in four important ways:
•

be part of a customization program.

puBlic
source

Funds

•

spV
Funds Payment
or Pledge

Second, hybrid programs would allow states to
target and tailor federal guarantees more effectively to market needs. This would improve the
performance of federal guarantee programs in
achieving policy goals.
Third, state programs generally achieve less
leverage per dollar of public cost than federal
programs. Thus, hybrids would enable states
to use their credit-enhancement dollars more

priVate
source

Funds

First, a hybrid program would combine the
credit quality and capacity of federal guaranof state initiatives. Thus, it could attract more
lenders than state or federal programs alone.

•
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Background
Every year, the federal government makes or guarantees more than $1 trillion in loans for homeowners,
farmers, businesses, and individuals. According to
Douglas Eliott of the Brookings Institution, at the end
of FY 2010, outstanding federal loans and guarantees,

largest U.S. banks. Of this $8 trillion, over $2 trillion
farms, students, and homeowners.
Until 1990, the federal government used cash accounting to budget the cost of credit programs, a

grants, even though most loans would be repaid. On
the other hand, loan guarantees appeared to be free
even though some guarantees would produce losses.
However, since the passage of the Federal Credit
Reform Act (FCRA) in 19901, the federal government
has used accrual accounting to budget the cost of
credit programs. Now, under FCRA, Congress must
appropriate an amount equal to the net present value
propriation is called the credit subsidy.
There is no doubt that accrual accounting gives policymakers and managers a more accurate picture of
the costs of federal loans and guarantees than cash
accounting provides. However, especially for loanpropriate money to pay losses that may not materialize
for many years appears to have created a bias toward
the least-risky loans.
While tighter and more risk-averse underwriting can
reduce program costs, it can hinder federal efforts to
address market failures and increase investment in
underserved markets. This is especially important in
view of the fact that most federal credit assistance
now takes the form of guarantees rather than direct

rect loans.
One way to make federal small-business guarantees
available to more borrowers, especially underserved
Energy operates a loan-guarantee program to encourage funding of innovative energy projects. Similarly,

The cost of these programs is paid entirely by fees
levied on borrowers and lenders.
Credit-enhancement programs that make smallnumber of small-business loans has contracted by 40
percent since 2005. It should be noted that this con-

traction is not only larger than the national average but
concentrated in loans of less than $250,000, the size

provide about $65 in guaranteed lending.
-

business establishments. Not surprisingly, long-term
joblessness (greater than 52 weeks) within California
is by far the largest category of unemployment.
eral programs, almost every state and many localities
have instituted their own loan-guarantee and insurunlike the federal government, states are generally
prohibited from pledging their credit on behalf of private interests. This means that a state loan-guarantee
program is backed solely by funds contributed to a
reserve account. The state is not legally responsible
for the obligations of its loan-guarantee programs.
Because lenders have no recourse to the state itself,
state programs are often overcapitalized, holding
large enough reserves to withstand even catastrophic

would enable states to offer stronger guarantees while
tent to which federal guarantee programs increase
federal cost. The impact of this small change should

Last year, under the State Small Business Credit Initiative (SSBCI)3, the Treasury Department awarded
$1.4 billion to 54 states and territories to strengthen
small-business guarantee and insurance programs.
Nationally, about $1 billion remains unused. As of December 2011, California had employed less than $10
million of its $168 million allocation. Many other states
other federal guarantors could potentially produce al-

Loan Guarantee Program2 holds $1 in reserves for
create or save more than 2 million jobs.

states tHat HaVe expended or oBligated > $3m
(as oF 6/30/2012)

Findings
1. SBA is, by far, the largest and most important
source of credit support for small businesses.

dedicated SBA lending divisions. However,
because smaller banks can rarely afford such
specialized business units, they are less likely
to make frequent use of SBA guarantees.

$25 billion in credit support through multiple
programs.

the availability of small-business loans. Risk
aversion on the part of the federal government
and lenders appears at least partly responsible.

Department of Agriculture provide only about

4

anteed loan program,
lenders to employ successfully.

a. Using SBA guarantees for comparatively safe
minimizing the danger that high delinquency,
default, and loss rates will jeopardize their status in the Preferred Lenders Program.5

a. SBA can refuse to honor its guarantee if a
ing loan and borrower eligibility, documentation, and servicing. Although SBA reports that
recent changes have increased the percentage of approved requests to 95 percent, the
program nevertheless involves “claims” risk or

ing eligibility for guarantees to lenders, borrowers, and loans that pose limited default risks.
resulted in dramatically increased costs.

able.
ments, larger lenders typically establish

c. According to many lenders, SBA-guaranteed
subordinate debt would meet an important

market need. However, OMB circular A-129,
“Policies for Federal Credit Programs and
ages loans in which the federal government
assumes a subordinate position. Agencies do
opment Company or 504 Program, the federal
government guarantees subordinate deben-

4. The Treasury Department’s State Small Business Credit Initiative gave states $1.4 billion for
innovative credit-support programs. While the
SBA programs, the slow rate at which SSBCI
funds have been deployed creates the risk that
undisbursed funds will be forfeited.
a. By law, Treasury may withhold any SSBCI funds
not disbursed within two years after the signing

state guarantees cannot easily be sold in the
secondary market. Moreover, regulators require
lenders to hold more capital against state-guaranteed loans than against SBA loans.
c. While state programs typically entail less com-

full payment of losses on defaulted loans. Along
with the limited capital backing, this makes
state programs less attractive as a source of
risk mitigation.
6. Customization may help states create hybrid
credit-enhancement platforms that offer lenders the best features of SBA and state programs. However, such programs will probably
need the approval of the OMB, SBA, and Treasury Department.
a. OMB Circular 129 stresses the importance of

signed in May 2011, divided the states $168
million in SSBCI funds equally between CalCAP,
State Small Business Loan Guarantee Program
(SBLGP).
c. As of June 2012, the state is estimated to have
used $10 million of its allocation. If CalCAP and
the SBLGP are unable to use an additional $37
million in SSBCI funds by the end of May 2013,
California may lose up to $112 million in SSBCI
funds.
5. The underuse of SSBCI funds may be partly
caused by structural features of approved programs.
a. Capital access programs (CAPs)6 are unattractive to many low-volume lenders because accuto cover losses. Larger, high-volume lenders
have not yet become major users of CAPs, in
more attractive alternative. For this reason, CalCAP and other CAPs across the country have
used only a small part of their SSBCI allocations.
b. Loan-guarantee programs, such as SBLGP,

credit programs may require OMB review.
b. SBA often tests innovative uses of its guarantees through pilot programs. State customization of those guarantees may require SBA
approval.
c. The SSBCI statute and policy guidance are siassociated with using federal guarantees to
proval for such a use may therefore be required
ive if it imposes additional costs on state agencies or undermines existing efforts.
a. Developing a customization program may
federal approval to use SSBCI funds to pay
federal credit-subsidy costs may place an additional burden on limited SSBCI administrative
funds.
b. Customization may divert resources from
established state credit enhancement, thus
risking limited state resources on an unproven
strategy.

conclusions
or private funds to deposit money in the appropriate account of the federal credit agency.

state

Make
deposit

reserVe
account
Uses reserve account
deposit to pay losses

1. Customization can increase the capacity and
appeal of state credit-enhancement programs.
In addition, using SSBCI money to fund customization programs may help reduce the risk
of losing undisbursed funds.

Federal
agencY

a. As of December 2011, CalCAP and SBLGP
had used about $5.6 million in SSBCI funds
to support about $57 million in loans to small
businesses. Given current reserving policies
and practices, lending under the two programs will have to reach over $1 billion by
May 2013 in order to avoid the potential loss of

lenders

be needed to avoid the risk of adverse action
by Treasury. Customization is among the options that states should consider.
2. Federal agencies may be able to use their authority to conduct pilot programs to organize
efforts to customize loan guarantees.
a. Pilot programs typically permit the testing of
nancing that are statutorily permissible but not
allowable under current policy and regulations.
b. SBA has used this authority to test programs,
Loan Programs.
3. The credit-subsidy costs associated with customization can be covered through direct or in-

Provides guarantees

private assets to collateralize federal guaranlished under state-sponsored capital access
programs might be used to collateralize SBA
loan guarantees.
4. Policymakers should consider a variety of operal accounts.

from loans can be used to make credit-subsidy
payments or deposited in collateral accounts.
b. Unused SSBCI funds. With Treasury approval,
states may draw down unused SSBCI funds to
are employed for an approved CAP or other
funds might be used as security for a private
loan to a loan-loss account that, in turn, would
use the proceeds to collateralize a federal loan
guarantee for a small business. To illustrate, a
state might transfer $10 million in SSBCI funds
The state could then borrow an additional $10
million in private funds, bringing the total as-

sets of the reserve fund to $20 million. The $10
million in private borrowing would be secured
by the $20 million in reserve fund assets. Assuming that each $1 of reserve fund capital
could back $20 in federal guarantees, (about
would then be used to back small-business
loan guarantees totaling $400 million.

state

$10 million
SSBCI Funds reserVe

$10 million
private loan priVate

Fund

lender

$20 million pledge

guaranteed or insured loans. In most cases,
a small interest surcharge on the guaranteed
interest and principal payments on the CLO.
e. Foreign investment. Policymakers should consider use of EB-5 (Employment-Based Immicosts or to provide collateral for federal guarantees. The EB-5 program provides temporary
visas for immigrants who invest a minimum of
$500,000 in a business that directly or indirectly creates 10 U.S. jobs.

Federal
agencY
$400 million in
loan guarantees

ssBci
lenders

c. Program-related and impact investments.
tions and institutional investors may be employed to collateralize federal guarantees or to
make credit-subsidy payments. Under certain
conditions, foundations may be able to use
their endowment funds to buy market-rate debt

Financial Institutions program is a potential
ments or accounts that collateralize federal
guarantees.
5. Technical assistance can help to reduce borrower defaults. As such, the funding of technical
assistance should be considered a legitimate
strategy for reducing credit-subsidy costs.

“post-closing” technical assistance through
transaction fees. These fees could be included
in loan proceeds and repaid by the borrower
over time.

credit-subsidy payments to federal agencies.

state

Make
deposit
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account
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deposit to pay losses

Federal
agencY
Provides guarantees

lenders

d. Private debt. Special-purpose companies
(SPCs) could be established to collateralize federal guarantees or to make credit-subsidy paythe issuance of a collateralized loan obligation

b. Borrowers who agree to post-closing technical assistance should have part of the cost
rebated or offset in the form of reduced interest
rates or easier repayment terms. Loans that allow borrowers to defer the repayment of princi-

6. Best-of-breed technology is important to the
success of customization.
a. Using electronic technology to collect, store,
and analyze loan and lender data will permit accurate analysis and pricing of risk. This will ensure that credit-subsidy and collateral requirements are established at appropriate levels.
b. Technology will also lower costs and facilitate
the standardized underwriting, servicing, and
documentation that will permit lenders to meet
the requirements of regulators and investors
for securitization programs.

suggestions
including California, to test the customization
of SBA and other federal guarantees.
a. The pilot programs should be designed to proor affordable to small businesses and produce
-

b. Sponsoring states should be required to
demonstrate the capacity to provide the credit-

and other assets required to collateralize SBA
guarantees or to make credit-subsidy payments.
b. SPC assets, whether collateralizing SBA guarantees or deposited in an SBA account, would
be used to buy all defaulted loans under the
pilot program. Only after the depletion of SPC
assets would SBA funds be used to purchase
defaulted guarantees.
approved by the sponsoring state agency
should manage the SPC. Ideally, the manage-

years of guaranteed lending.
SPC.
c. Within sponsoring states, the program should
initially be limited to a relatively small group of
CDFIs and banks with a history of successful
small-business lending.

4. If permitted by Treasury, employ unused SSBCI

d. Guaranteed lending under the program should
be restricted to borrowers and loans meeting
eligibility criteria proposed by each lender and
approved by SBA.
2. Require lenders in pilot programs to employ a
common technology-based platform for originating and administering loans.

action are used to support an approved program.

be made quickly and uniformly.
b. A common platform will also ensure the standardization required for accurate pricing of
loans and credit subsidies as well as for securitization.

-

a. The SPC could take a number of forms but
would have the authority to issue notes and
bonds and to serve as the repository for cash

a. Use the “qualifying loan or swap funding facility” provision of the SSBCI statute to leverage
can draw down SSBCI funds to collateralize

a. A common platform will also allow lending
costs to be distributed among lenders, facilitate compliance with SBA rules, and allow

gram.

a. Nationally, about $1 billion of the $1.4 billion
in SSBCI funds allocated to states remains unused. The use of some of these funds to support the pilot program appears to be consistent
with the SSBCI statute and Treasury policy
guidance.

endnotes
1

The Federal Credit Reform Act of 1990 (FCRA)
was enacted as part of the Omnibus Budget
Reconciliation Act of 1990 and was intended
costs of federal credit programs.

2

The California Small Business Loan Guarantee
Program resembles the Small Business Admina partial guarantee of small-business loans
made by banks and other eligible lenders.

3

(SSBCI) was part of the Small Business Jobs
to strengthen programs that support lending
to small businesses and small manufacturers.
lending to small businesses. Participating states

and manufacturers that are creditworthy, but are
not getting the loans they need to expand and
create jobs.
4

Under the 7(a) program, SBA typically guar-

eligible small businesses. Upon loan default,
SBA will buy the guaranteed portion of the loan
from the lender.
Under the Preferred Lenders Program (PLP),
ing to carefully selected lenders.
6

A CAP is a loan portfolio insurance program.
Under CAPs, when a lender originates a loan,
the lender and borrower contribute a portion of
the loan or line of credit, from 2 percent to 7 perstate matches the combined lender/borrower
contribution, and sends the state contribution to

the lender, and the lender may make claims to
through default.
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