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EXECUTIVE SUMMARY

* Many policymakers misidentify the fundamental bases of small business problems, leading to promotion of faulty
policy. The principal immediate economic problem for 51 percent of small employers remains slow or declining sales,
six percentage points more citing the problem than one year ago. Uncertainty was identified by over one-fifth (22%) as
theirs, followed by access to credit (8%) and falling real estate values (8%), virtually the same as last year. Even among
owners who report they cannot get credit, twice as many cite poor sales as cite credit access.

* The percentage of small business owners holding a business loan or credit line each fell almost 20 percent in the last year,
though the number of loans and lines outstanding per owner with at least one loan or line remained almost constant. The
percentage holding a business credit card(s) fell by about 10 percent. Sixty-two (62) percent pay off their card balances
monthly, leaving 38 percent using business cards as a source of credit.

* The financial institution extending a line of credit changed the terms/conditions of the line(s) during 2009 for 29
percent of small employers having at least one. About 10 percent with a business loan had the same experience as did
22 percent with a business credit card. The most frequent change was increased interest rates.

Fifty-five (55) percent of small employers attempted to borrow in 2009; 45 percent did not, although five percent of
owners, so-called discouraged borrowers, did not try because they did not think they could obtain credit.

Forty (40) percent of small business owners attempting to borrow in 2009 had all of their credit needs met; 10 percent
had most of their needs met; 21 percent had some of their needs met; and, 23 percent had none of their credit needs
met. The current level of borrowing success is significantly lower than in the mid-2000s when up to 90 percent had
their most recent credit request approved.

* In 2009, about 20 percent of small employers attempted to obtain each of the following types of credit: vendor loans,
credit lines, renewal of credit lines, business loans, and business credit cards. The least difficult to obtain was a credit
card (73% successful); the most difficult was a new line of credit (38% successful).

The best predictors of success in meeting credit needs were: higher credit scores, customers of banks with less than
$100 billion in assets, more properties collateralized for business purposes, and fewer second mortgages held. Owners
of larger small firms, older businesses, and businesses located in states with relatively few home foreclosures are also
frequently good predictors of success in obtaining certain types of credit.

* Overwhelmingly, the most common planned purpose of credit rejected was to fill cash flow needs. Though many
prospective borrowers had multiple planned purposes for rejected credit, about one in three sought at least some
money to replace plant, equipment and vehicles with a non-mutually exclusive third intending to invest in additional
plant, etc.

Falling real estate values (residential and commercial) severely limit small business owner capacity to borrow and strains
currently outstanding credit relationships. Ninety-five (95) percent of small employers own real estate, including a
primary residence, the business premises (commercial), or investment real estate that is neither of the two. Twenty
(20) percent hold one or more mortgages on real estate that finances other business assets and 11 percent use real
estate as collateral for business purposes. A non-mutually exclusive 20 percent hold a second mortgage on a property.
Thirteen (13) percent report at least one property upside down.

Broad and deep real estate ownership is a major reason why small businesses have not yet begun to recover, why larger
businesses have been able to recover more quickly than small businesses, and why this recession is different, at least
for small business owners, from recent ones.
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SMALL BUSINESS CREDIT IN A DEEP RECESSION

Unquestionably, 2009 was a most unpleasant year for small employers. NFIB’s Small
Business Economic Trends monthly documented their economic struggles and the result-
ing picture was consistently grim.! Yet, fundamental questions remain about the small
business condition, questions that require informed answers prior to formation of appro-
priate policy response. Credit access occupies a central position in this regard. Yet, the
focus on credit does not stem from data, for there is a near vacuum of that, but from an-
ecdote, speculation, and the lack of policy alternatives to address an immediate, pressing
situation. The following is an attempt to contribute to the discussion by adding relevant

data to it, thereby hopefully improving the policy response to at least some of small busi-

ness’s current challenges.

The Current Climate

The current recession officially began in December 2007,
and small business owners were clearly in the process of
retrenching as the new year (2008) began.? Still, money
was plentiful, though by spring credit was tightening. The
number of small business loans and their dollar volume
rose 11 percent and 4 percent respectively between June
2007 and June 2008.% General small business conditions,
though deteriorating by the summer of 2008, were still
more reminiscent of 2001 than of 1982. But the gradual
decline ended abruptly in September 2008, when the
world began to crash in on many. Economic conditions on
Main Street swiftly deteriorated from that point, reaching
their nadir in the late winter/early spring of 2009. Sales
stabilized throughout the remainder of the year, at a
terribly low level, the worst on a sustained basis in at
least 35 years and probably much longer. Yet, despite the
U-shaped course that now leaves more than a few green
shoots peeking out from the Wall Street pavement, Main
Street reports virtually no change in its economic condi-
tion today compared to one year ago.’

A modest chorus complained about small business
credit access in late 2008 and early in 2009, much of
it associated with frozen secondary markets for govern-
ment-backed securitized loans. The amount of credit
accessed by small business did fall. Yet, sticky credit
markets were not so much the problem as the steep slide
in sales and the collapse of real estate values.® Poor sales
and tumbling real estate values that had often supported
small business borrowing conspired to virtually destroy
numerous balance sheets. One immediate result was a
drop in demand for credit from previously credit-worthy
borrowers accompanied by a decrease in their numbers.’
Between June 2008 and June 2009, the number and

dollar volume of small business loans fell 16 percent and
4 percent respectively.® It appears little has changed in
that regard during the latter half of the year. Moreover,
accelerating net declines in commercial mortgage lending
to small businesses will further constrict their capacity to
borrow into the immediate future.

In good times and bad, there is a core of firms that
buck prevailing trends. That percentage of firms is rela-
tively small today. Eight percent of small business owners
see themselves as immune, essentially unaffected by what
has happened in the last year. Ninety-two (92) percent,
in contrast, feel the impact from changes in the nation’s
economy over the past year (2009) (Q#1). Forty-seven
(47) percent of those impacted indicate the year’s
economic changes affected them significantly and another
18 percent indicate they were affected considerably.
Eighteen (18) percent more say they were affected some-
what and 10 percent say they were affected modestly.

The Sales and Credit Problems

The principal problem associated with the current
economic condition for a majority (51%) of small business
owners impacted by the year’s economic changes remains
slowing and/or lost sales (Q#2). That 51 percent figure is
six percentage points higher than one year ago.® While the
bottom for poor sales was likely reached in the summer,
they continue to slide, hovering just above those lows.'® In
fact, 60 percent report lower real sales (34% “much lower”)
this year (2009) compared to last; just 15 percent report
them higher (Q#19). Profit figures mirror sales numbers.
Sixty-one (61) percent report lower earnings figures this
year than last while 15 percent report them higher (Q#20).
Poor sales and profits have consequences beyond immediate
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owner(s) fortunes, of course, the most prominent being
dampened investment in people (employment) and goods.

Industry is associated with small employers who
identify the sales problem as their most critical. All
major industry groups except health and social services
have experienced notable sales impacts from the current
economy. However, manufacturers, wholesalers (together
66%), and those in the hospitality industries (63%) are
comparatively likely to identify poor sales. Professional
services accounting for 10 percent of firms are more likely
to point elsewhere (43% cite sales).

The second most cited immediate problem (21%)
is the unpredictability of business conditions. Virtu-
ally the same level (23%) of concern with predictability
was expressed one year ago.!! Data produced elsewhere
suggest that the nature of unpredictability (certainty)
may be shifting somewhat from economic to political
concerns, such as new taxes.!? Regardless of its cause
however, the risk to investment rises during periods of
unpredictability, making investment less likely to occur at
that time. Confidence matters. Small Business Economic
Trends, for example, shows capital investment over the
last several months bouncing around record low levels and
staying there.'3

Obtaining credit (8%) and falling real estate values
(8%) were the third most frequently cited immediate
problem associated with the current economic condi-
tion. Both received one percentage point fewer mentions
in 2009 than in 2008, indicating no change in their rela-
tive importance over the last 12 months.!* In fact, twice
as many who attempted to obtain credit and could not
get any call their most important economic problem sales
rather than an inability to obtain credit. The relatively
small number citing credit, however, is not tantamount to
saying that small employers with more pressing matters
do not have concerns over credit access, if not today, then
as they begin to recover. Yet, at this point, recovery has
not begun on Main Street, let alone taken hold.

The current comparatively modest concern with
credit access should not be interpreted to mean that
credit flows the same way today that it did just a few
years ago. Quite the contrary! The situation is very
different.!> Thirty-four (34) percent of respondents
say that they cannot judge the ease/difficulty accessing
credit today compared to three years ago (Q#3). But of
those who can judge, 32 percent claim credit availability
has not changed in the last three years while 23 percent
claim credit is more difficult to obtain than three years
ago and 38 percent assert it is much more difficult. The
verdict is virtually unanimous. Less than five years ago,
90 percent of small employers were able to fill their
most recent credit request.!6 That level of lending may
have been unduly high by traditional credit standards,
but offers a sharp contrast to the present condition
nonetheless.

Even considering the relative ease that small business
owners enjoyed in obtaining credit during the mid-2000s,
the turn-around is remarkable. Moreover, the problem
does not appear to be relenting. Those who evaluated
credit access compared to three years ago were asked to
make the same evaluation compared to three months ago.
Of that group, 31 percent indicate that they cannot judge
(Q#3a). But of those who can, 60 percent assert that
credit is tighter in early winter of 2009 than it was in early
autumn. Another 36 percent sense no change. Credit
questions in NFIB’s monthly Small Business Economic
Trends survey yields similar results. Overall, there is little
doubt that small business owners think credit remains
difficult to obtain by recent standards and the situation is
getting worse rather than better. The extent to which the
latter reflects new demand for credit is not known.

The continuing negative impact of real estate values
on small business is generally not appreciated. Eight
percent think real estate values are their most impor-
tant economic problem. That concern is not confined to a
specific industry or a specific region of the country. Still,
differences exist by both industry and location. Twenty-
three (23) percent of small employers in the combined
construction and real estate industries identify it. And, 11
percent of small employer firms in the five states, Arizona,
California, Florida, Michigan, and Nevada, where the
most frequent mortgage foreclosure problems appear,
identified real estate values. Falling real estate values elic-
ited the only real difference in assessment of economic
problems between small employers in this group of states
and those in the rest of the country.

The fifth and most infrequent response at 4 percent
was the cost and/or terms of credit. The survey collected
little data on the cost, terms, or conditions of credit.
However, as will be subsequently demonstrated, a non-
mutually exclusive 7 percent rejected a type of credit due
to its terms/conditions and another non-mutually exclu-
sive 10 percent accepted a type of credit while expressing
dissatisfaction with its terms/conditions.

Four percent also volunteered none or no specific
issue and 4 percent more did not know. Since the question
provided only five possible responses, potential responses,
such as tax increases, were not part of the evaluation.

The Policy Response
Small business owner responses make it clear that the
Administration and Congress never understood and still
do not understand Main Street’s problem. The problem is
sales and to a lesser extent uncertainty. Real estate is also
a major issue as will be shown because it is a prime reason
that many small employers either do not want to borrow
or cannot do so. Access to credit is down the list, though
it obviously is of deep concern to many.

Both ends of Pennsylvania Avenue!’ have done little
to stimulate sales, knowingly initiated major destabilizing
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policy changes in a deep, destabilizing recession, lost
interest in working out real estate issues, and chose instead
the ineffective route to increase small business access to
credit by increasing the number and size of Small Busi-
ness Administration (SBA) loans, the latter being a bit
like using a garden hose to put out a house fire.!® Yet, with
sales conditions likely to improve at some point accompa-
nied by new demand for credit, the relative importance of
credit availability could increase significantly, making the
focus on credit at last an appropriate policy for smaller
firms. When that does occur, the critical point will be to
first understand why small business lending is limited and
to address that problem, rather than to first devise solu-
tions for some undefined or secondary issue.

Having spent hundreds of billions already with little
visible effect, the policy dilemma now is whether to stim-
ulate sales and further undermine confidence, or to rees-
tablish confidence and let it build into sales. Small business
owners are likely divided on the question.

In the interim, the consequences of the earlier failure
to recognize the small business problem and address it
wisely are a rapidly diverging economy with large firms
recovering and small firms not. It is no coincidence that
the GDP growth rate for the third quarter was twice
revised sharply downward as additional data came in.

Preliminaries

The following pages prominently mention three factors
that need prior explanation. The first is the primary finan-
cial institution patronized by each small employer in
the sample, particularly the size of that institution and
therefore the amount of Troubled Asset Relief Program
(TARP) funds they were likely to have received. The
second is the Dun & Bradstreet credit score for each
sample firm (owner), a measure of a business’s creditwor-
thiness. The third is the respondent’s position in the busi-
ness, either as owner or employee-manager.

Financial Institutions Small
Businesses Patronize
Small business owners typically patronize more than one
financial institution. Though 37 percent use a single insti-
tution, a majority use two (34%) or three (17%) (Q#38).
Comparatively few (9%) use four or more. Owners of the
smallest businesses on average use about as many insti-
tutions as do owners of the largest. Those owning firms
in the financial services and scientific, professional and
technical services use somewhat more institutions than
others, but the differences are not stark. Distinct from
those respondents not answering the question, 2 percent
operating employing small businesses report not using a
financial institution at all. Almost all of these are among
the very smallest employers.

The primary financial institution of small employers
is almost always a commercial bank. Ninety-four (94)

percent identify a bank compared to just 3 percent whose
primary institution is a credit union (Q#8a). Less than
1 percent identify a savings and loan. The remainder of
respondents list “other”. All but one respondent claimed
a primary institution.

Since financial services deregulation began in the early
1980s, competition for small business’s banking business
has been growing steadily to the point where airport bill-
boards advertise for small business customers and mail
and in-person solicitations of individual small businesses
have become common.' Large banks compete for small
business customers as vigorously as small banks do. By
November/December 2009, 46 percent of small busi-
ness owners indicate that one of the largest 18 commer-
cial retail banks was their primary financial institution
(Q#8b, Q#8c).? Another 18 percent of the population
term a regional bank as theirs (Q#8d). The primary insti-
tution of 34 percent more is a local bank. No respondent
claims an Internet bank as their primary institution.

Small businesses do not often change principal banks.
Despite the recent upheaval in the banking industry,
just 5 percent say that they have changed their primary
financial institution in 2008 or 2009, not including the
predecessor of a merged institution (Q#8e). A compa-
rable figure was recorded in the mid-2000s, a period of
greater stability and small business credit access.?! Typi-
cally, there are two reasons small business owners do not
switch financial institutions as frequently as they might
other suppliers, the cost of changing and the relationships
that are built. Relationships presumably are more impor-
tant when the business needs help.

Credit Scores

Credit scores are typically critical when extending credit
to a business or to the owner of a business, particularly
when the borrower is either unknown to the lender or
not known very well. The most recognized organization
providing commercial credit scores is the Dun & Brad-
street Corporation (D&B), though lenders commonly use
personal credit scores from the three major national credit
agencies to assess the personal creditworthiness of small
business owners as well.

D&B’s PAYDEX wvalues are the outcomes of a
commercial credit scoring system, developed from firm-
specific data such as prior repayment history, that forecast
the amount of time from a due date that it will take a busi-
ness customer to complete the payment terms of a credit
agreement.”? The higher the score in D&B’s PAYDEX
system, the shorter the time a customer typically takes to
complete payment terms; the shorter the time it takes a
customer to pay (the full terms/conditions of the payment
agreement), the more likely the seller/vendor is to extend
credit and vice versa. The most recent PAYDEX values
for each surveyed firm were appended to the survey data
file. Scores were obtained for 741 of the 751 firms in the
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sample. They range from 1 to 100, with an 80 meaning
to expect payment in line with terms of the agreement.
Thirty-seven (37) percent of the sample scored 80 or
above. Still, according to Experein, a major credit agency,
small businesses are better paying on time than large ones.”

Owner and Employee-Manager Respondents
The third preliminary is the respondent’s position in the
business. When initiating the survey, the interviewer first
asks to speak with the owner. The owner is not always
available. He/She may be out for an extended period,
quasi-retired living elsewhere, managing another busi-
ness they own, on vacation, and so forth. Therefore, in
a typical survey of small employers about 12 percent of
respondents will be managers but not owners (employee-
managers), as in this one (Q#D1).%

Employee-managers can respond authoritatively to
most questions posed in most small business surveys,
sometimes better than an owner, particularly an absentee
owner. However, employee-managers either cannot
answer some questions in this survey or the answer
they can provide is not relevant. For example, a series
of questions address home ownership and the home’s
use in financing the business. The house is relevant to
many small business owners financing their firms, but an
employee-manager’s house is irrelevant to financing the
boss’s business. Information collected about the manag-
er's house, therefore, is not useful. Hence, the following
analysis, notably the portions involving real estate, typi-
cally includes owner responses only.

No systematic, authoritative study presents the profile
of owners who do not manage their firms.?> We do know
that managed businesses tend to be somewhat larger than
owner-managed businesses and females are more likely
to manage small businesses than own them.? As a result,
variables (survey questions) which have a strong firm size
relationship, such as, commercial real estate ownership,
underestimate the extent of the phenomenon measured.
The underestimate will be small however because larger
small firms, those most likely to have employee-managers,
represent a relatively small proportion of the small busi-
ness population. If the survey were to measure volumes,
such as, size of loans, which it does not, rather than
frequencies, such as, numbers of loans, which it does, a
serious measurement issue could arise. Without compel-
ling evidence to the contrary, it is assumed that female
and male employee-managers perform the same.

Changing Conditions for

Small Businesses Credit

Since the beginning of the year some small employers
have complained about the terms and conditions of credit
extensions being changed unilaterally by lenders, including
their revocation. Lenders frequently have done so, with
changes on credit cards more common than changes on

loans. Changes in credit lines fall between. The data at
times contain too few cases to present results. But where
the numbers are adequate to present, the changes often
prove more irritating than harmful, though many report
negative impacts.

Loans

Thirty-six (36) percent of small business owners currently
have one or more business loans outstanding, not including
credit lines or credit cards (Q#10). That figure is eight
percentage points less than one year ago, constituting a
decline of roughly 18 percent.?’ Owners of larger small
businesses are 14 percentage points more likely to have a
business loan outstanding than owners of smaller ones. A
year ago the gap was 21 percentage points, indicating that
over the past year the owners of larger, small firms were
those most likely to have rid themselves of a business
loan payment. Among major industries, manufacturers
are most likely to have a business loan (49%), partially
because of their comparatively large average size. Those
in the professional, scientific and technical services fall at
the other end with just 19 percent having one.

A majority (55%) of small employers with a business
loan have just one (Q#10a). Yet, 22 percent have two,
14 percent three, and 7 percent have four or more. These
figures changed little over the past year. One year ago, the
percentages were 58 percent, 25 percent, 9 percent and
7 percent respectively.?® Thus, while the number of firms
with a loan has fallen sharply, the average number of loans
per small employer with a loan has not.

If credit lines were to be included in the loan count,
the number would rise considerably. Fifty-eight (58)
percent of those with a loan also have at least one line.

A small firm’s primary financial institution typically
made the business loan the owner currently has (69%), or
the largest loan if the owner has more than one (Q#10b).
Still, 30 percent found their business loan elsewhere. “Else-
where” more likely than not means a finance company.
Finance companies according to the Survey of Small Busi-
ness Finances (SSBF) were used by nearly one-fourth of
small employers for a loan or line, whereas banks were
used by a non-mutually exclusive 46 percent of them.?

Relatively few lenders changed the terms/conditions
of loans to their small business customers over the last
year. Ten (10) percent with a loan or about 2 percent
of the population experienced a change (Q#10c). The
survey requested the nature of any changes and their
impact on the affected firm. The number of cases (N =
30) proved too few to report totals or make assessments,
though the consequences for changes in loans appears
more serious than changes in lines and credit cards.

Credit Lines

The proportion of firms with at least one line of credit fell
by 19 percent between late 2008 and late 2009. Forty-six
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(46) percent of small employers possessed at least one
line of credit in late 2009 (Q#9) compared to 57 percent
in late 2008.%° That, in turn, was down from 62 percent
in the prior summer.3' (Credit lines do not include credit
cards and respondents were instructed to differentiate
between them.) Firm size was associated with possessing
lines. Just 41 percent of those employing fewer than 10
people currently have a credit line while 68 percent of
those employing 20 or more people do. The reduction in
lines from the prior year was centered on the smallest firm
size category. In late 2008, 54 percent of those employing
fewer than 10 people reported a credit line.

Most (73%) possessing credit lines have a single line
(Q#9a). However, 18 percent have two and another 8
percent have three or more. One year ago the comparable
figures were 63 percent, 28 percent, and 8 percent respec-
tively.3? The comparison suggests that, among owners with
lines, there was only a modest change in the number of
lines. And, that is exactly the impression small business
owners have of their situation. Eighty-eight (88) percent
of those with a line indicate that they have the same
number of credit lines now that they had at the beginning
of the year (Q#9b). Five percent indicate that they have
more lines now and 7 percent fewer. Since those currently
without a line were not asked the question, the calcula-
tion of the average number of lines per owner with a line
compared to last year is biased on the upside.

Eighty-seven (87) percent of those lines (the largest
line for those possessing more than one) were extended
by the firm’s primary financial institution (Q#9c). Small
business customers were about equally likely to have
credit lines regardless of their primary institution’s size.

Twenty-nine (29) percent of small employers with
a line or 13 percent of all small employers assert that
the financial institution extending the line has changed
terms/conditions of their line/largest line within the last
year (Q#9d). That is almost triple the rate of changes
on conventional loans. The most common change (42%)
was an increase in the interest rate (Q#9e). A required
personal guarantee (18%), increased collateral require-
ments (13%), and a cut in line’s size (8%) were also
reasonably common actions. A withdrawal of the line
occurred in only 2 percent of cases, but again the ques-
tion was not asked of those without a line. The good news
is that 10 percent saw a lower interest rate.

Scattered responses indicated more than one action
was taken. The effect of these second responses adds to
the percentages identifying each of the four actions above,
thereby magnifying their impact. Five percentage points
more indicated a need to increase collateral (18% total);
four points more had the size of their lines cut (12% total);
three points more required a guarantee (21% total); and,
two points more had increased rates (44% total).

The change in credit line terms/conditions usually
did not impact the business adversely. The most common

description of the changes (43%) was that they were more
irritating than harmful (Q#9f). Another quarter found
them having no impact (15%) or actually helpful (10%).
Yet, 13 percent evaluated the changes as very harmful
and 19 percent as harmful. Further evidence of the often
modest impact of changes in credit lines was the rela-
tively few who explored replacing them with lines from
another source. Just 25 percent of those with changed
terms/conditions tried to replace their line, 10 percent
successfully and 15 percent unsuccessfully (Q#9g). The
remainder (76%) did not try.

Credit Cards®

The questionnaire differentiated personal and business
credit cards for respondents by defining the former as
having the person’s name on the card and the later as
having the business’s name on the card.

a. Personal Credit Cards
Personal credit cards often have an important role in
small business finances, particularly in the smallest firms.
But to analyze their role and significance, a distinc-
tion must be made between the personal credit card(s)
of owners and the personal credit card(s) of employee-
managers. Theoretically, employee-managers should
not use personal credit cards for business purposes.
The practical consequence of such use is equivalent to
an employee extending a loan to the business owner.
However, this practice is common under certain condi-
tions. For example, the employee may be required to use
a personal credit card to pay for lodging and/or meals on
a business trip to be reimbursed later by the owner/busi-
ness. Or, the employee may charge supplies to a personal
credit card to be repaid from petty cash. In all, one-third
of employee-managers used their personal credit card(s)
for business purposes. But the survey did not determine
the purpose of card use. Since we could not distinguish
between the common use of employee credit cards for
business purposes as outlined above compared to use as
a traditional source of credit, the following analysis and
data on which it is based excludes employee-managers
and focuses exclusively on owners’ personal credit cards.

Forty-two (42) percent of small employers use a
personal credit card for business purposes (Q#11). That
is three percentage points higher than in early 2008.3* A
majority (54%) using a personal card(s) employed a single
card while another 24 percent used two of them (Q#11a).
Twenty (20) percent used more than two. The number of
cards used near the end of 2009 and their distribution
across firms was approximately the same as at the begin-
ning of the year. Eight percent indicated using more at
the end of the year than the beginning and 9 percent indi-
cated fewer; 82 percent did not change (Q#11b).

The amount of business expenses typically charged
to personal credit cards varies substantially. Twenty-eight

FULL SCREEN MODE



(28) percent charge less than $500 a month on average
while 9 percent charge $10,000 or more (Q#11c). The
median is about $1,250. However, the critical point is not
so much the amount charged as the amount that incurs
interest when balances are not paid in full at the end of
the month. Credit card interest is very high and other
charges are common. That makes credit cards a very
expensive source of credit. Seventy (70) percent pay
off the business expenses on their personal credit cards
every month (Q#11d); 79 percent of those owning busi-
nesses employing 20 or more people do. These small
employers will incur no charges for the items charged
to their card(s), other than perhaps an annual card fee.
But the remaining 30 percent, those who use personal
credit cards as a source of finance, face a much different
situation. They incur interest charges and those appear
to be substantial in many instances, not just in the rate
of interest paid, but also in the actual amount paid. The
majority have outstanding balances of over $5,000 on
their personal cards, half of that number have more than
$10,000 (Q#11e). That translates into about 6 - 7 percent
of small employers who carry balances of $5,000 or more
on their personal credit cards for business purposes.

b. Business Credit Cards

Almost two-thirds (64%) of small firms employ busi-
ness credit cards (Q#12).3° That number is about 10
percentage points lower than in early 2008.3¢ Larger, small
firms are more likely to have them than smaller, small
firms, about 10 percentage points more likely. While
59 percent use just one business credit card, another 29
percent use two, 6 percent three and 4 percent four cards
or more (Q#12a).

Small firms appeared to have somewhat more busi-
ness cards at the beginning of the year than at the end,
though the change was small. Four percent had more
cards while 7 percent had less (Q#12b). The number of
cards held by most did not change (89%).

Credit cards are often a high-cost substitute for
smaller credit lines. But cards also work as a convenient
payment system. Activity of business cards display char-
acteristics of each. For example, small businesses using
a business card(s) charge a median of about $2,500 per
month of business expenditures on the card(s); about one
in five charge less than $500 per month while 10 percent
charge $10,000 or more (Q#12c¢).

Eighty (80) percent pay their balances every month
(payment convenience function) while 20 percent do not
(credit function) (Q#12d). Owners of the largest firms
are more than 10 percentage points more likely to pay
them off monthly than others. Balances remaining, partic-
ularly large balances, suggest a card’s primary use as credit
rather than convenience. One-third (33%) carry balances
over $5,000, with 20 percentage points on those over

$10,000 (Q#12e).

c. Preferred Card

Employee-managers do not/should not regularly use
personal cards for business purposes as outlined above.
Only owners, therefore, qualify to answer whether
personal or business cards are more important in conduct
of their business. Seventy-two (72) percent of owners
consider a business card more important while 27 percent
consider a personal card more important (Q#13).
Owners of the smallest firms are particularly likely to rely
on personal cards.

Twenty-four (24) percent of small employers using
credit cards had the terms/conditions of their most impor-
tant card unilaterally changed by the issuer (Q#13a).
Another 3 percent did not know. The most frequent
change experienced by those having involuntary changes
made to their credit card was higher interest rates (56%)
(Q#13b). Seven percent mentioned higher interest rates
as a second answer for a total of 59 percent. Fifteen (15)
percent had their limit lowered with another 8 percent
offering the action as a second one taken for a total of
26 percent. The most serious blow came to 11 percent
who had their card cancelled, but 4 percentage points
more gave cancellation as a second action, meaning that
15 percent lost the card. That translates into somewhat
over 3 percent of the total population who lost their card
(most important card). How many of these cancellations
came from card issuers withdrawing from the market,
such as Advanta, and how many were singled out because
of payment history, credit score, etc., cannot be deter-
mined from the data.

The mode reaction of small employers to the unilat-
eral changes made by credit card issuers was that they were
more irritating than harmful (47%) (Q#13c). However,
almost as many, 42 percent, found them harmful,
including 16 percent who found them very harmful.
Notably, changes in interest rates and the more irritating
than harmful responses were not correlated; nor were
limits cut and cards cancelled with the harmful response.
One percent reported the changes actually helpful.

Credit Availability in 2009: Overview

Table 1 presents the proportions of small employers
attempting to borrow in roughly the first 11 months of
2009 and their success (or lack of) doing so. Fifty-five
(55) percent attempted to borrow at least once during
that period; 45 percent made no attempts. These figures
do not include owners whose businesses did not survive
the year, though it is unclear whether their inclusion
would change the figures, let alone in which direction
they would have changed. These figures also do not count
the persistence of attempts.

Small business owners who attempted to borrow
during the year were slightly more likely to obtain credit
than not. Forty (40) percent obtained all the credit they
wanted (Q#5). When the 10 percent who obtained most
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of what they wanted are included, just over half of the
small employers who attempted to borrow were gener-
ally satisfied. That leaves 45 percent who were not. (The
remaining 5 percent who attempted to obtain credit did
not provide an evaluation.) About half (21%) in the latter
category were only able to fill “some” of their needs.
However, 23 percent could not obtain any of the credit
they sought.

Comparative data collected one year ago, but covering
only the prior month and one-half rather than the prior 11
months, are similar with the exception of 11 percentage
points more in the 2008 survey who could not get any
credit. At that time, small employer firms reported that
34 percent could not get any credit.?” The extra 11 points
(34% compared to 23% in 2009) came from the “most,”
“some,” and “don’t know” categories. The “all” category
was similar in both years. The short period covering the
height of the financial crisis did not allow owners time
to search for their financing needs, implying that more
time may have allowed more needs to have been at least
partially filled. However, additional time during that diffi-
cult period may have meant turn-downs for those who
had experienced nothing but success.

A second comparison comes from data collected in
2006 and covers the prior three years. Like the three-year
comparison discussed in the Current Conditions section
above, these data show a much friendlier borrowing atmo-
sphere. They indicate that 61 percent of small employers
got all the credit they wanted in the prior three years and
another 28 percent got most of the credit they wanted.3®
Just 8 percent obtained none of what they wanted. This
comparison shows credit much tighter today than just a
few years ago.

A third comparison can be made to the Survey of
Small Business Finances. It shows that 23 percent applied
for a loan in the three years prior to the 2003 survey with
just 16 percent of them rejected.’® These data demon-
strate there has been a substantial change, much of it in
the last year (2009). How much of this change is due to

recessionary conditions, including the real estate collapse,
and how much is due to systemic change in the financial
system is an unanswered question.

Predictors of Credit Access
Several logical predictors of small employer success in
accessing desired credit (or not) appear in the data set.
However, after applying the appropriate mathematical
techniques to quantify the contribution selected predic-
tors make toward explaining the varying access within the
small employer population (see, Appendix Table A for
regressions), it appears that combined, they do not do a
very good job of explaining access. In other words, much
of the differing outcomes individuals experienced cannot
be explained by the available data, though notable rela-
tionships appear between certain predictors and small
business access to credit that deserve comment.

Four predictors contain the bulk of explana-
tory power for small employer satisfaction with credit
outcomes in 2009.

a. Size of Small Employer’s Principal Bank

The size of the bank a small business owner considers
his/her primary financial institution and credit satisfac-
tion are highly related. Customers of the largest commer-
cial retail banks, defined here as the 18 with over $100
billion in assets (in 2008), are less likely to have achieved
favorable credit outcomes in 2009 than those whose
primary banking relationship is with a smaller institu-
tion. For example, just under 30 percent of small busi-
ness customers of the largest institutions who attempted
to borrow at some point in the year, obtained all the
credit they wanted. Meanwhile, half (50%) of small busi-
ness customers of the remaining commercial banks who
attempted to borrow at some point in the year, obtained
all the credit they wanted, a 20 percentage point differ-
ence. Those who could not get any credit were also more
likely to be a customer of the largest 18 banks. Caveats
accompany this relationship.
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TasBLE |
SuccEess OBTAINING CREDIT FOR THE TOTAL POPULATION, AND SMALL BUSINESS OWNERS
ATTEMPTING TO BORROW AND NOT ATTEMPTING TO BOrRrROW — 2009

Success Obtaining Credit Attempting to Borrow and Not Total Population

Outcome of Attempt(s)
Obtained all credit wanted 40% 22%
Obtained most credit wanted 10 6
Obtained some credit wanted 21 12
Obtained none of the credit wanted 23 13
DK/Refused 5 3
Total 100% 55%
N 447

No Attempts
Didn’t want to borrow 88% 39
Didn’t think could borrow, i.e.,

Discouraged Borrower I 5
DK/Refused | *
Total 100% 45%
N 304

Total 100%
N 751

The first caveat is that being a customer at an insti-
tution does not necessarily mean that rejected individ-
uals attempted to access credit there. They could have
attempted elsewhere. Still, most small employers obtain
lines and loans from their primary institution as shown
in the Loans and Credit Lines sections above, making it
highly likely that rejected applicants tried at their prin-
cipal institution, if not first, then at some point. In addi-
tion, the number of financial institutions patronized is
not associated with credit outcomes, though the sign is
positive, meaning a small employer apparently secures no
advantage by balancing a series of banking relationships
in obtaining credit. Another caveat is that customers of
larger institutions may be poorer risks. Yet, credit score
controls for risk, voiding the poor risk possibility as a miti-
gating factor. A third possibility is that customers of the
largest banks are more likely to apply for credit and given
the current credit climate, less likely to receive at least
all of it they want. But the evidence on this question is,
if anything, the opposite. Minimal differences exist in
the propensity to make a borrowing attempt by size of
primary bank and to the extent they do, they rebut the
caveat. Thus, it appears that the nation’s largest banks
have not filled the credit needs of their small business

customers nearly as well as smaller institutions have filled
the needs of theirs.

Subsequently, five types of credit extensions will be
examined, specifically the predictors of acceptance/rejec-
tion for each. Small business customers of large banks
are also rejected more frequently for lines, renewal of
lines, and business loans from financial institutions, other
factors equal. As a result, the body of data from the survey
supports the “small business customers of largest banks/
less small business credit” relationship.*

The data do not distinguish among the 18 banks
classified here as the largest. It is likely their relative
performance on the small business credit issue varies
significantly from institution to institution. Researchers
can compare separate institutions in this regard, at least
annually, through careful examination of the FDIC's
Call Report data. But time does not permit such a large
undertaking for present purposes nor is it the idea here to
compare institutions.

Before community banks take a public relations
victory lap, however, a non-existent relationship must
be mentioned. Small business customers of local banks,
defined as local and having a few branches at most, did not
fare better than the small business customers of regional
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banks, banks that are effectively the middle tier and some
of which are quite large. The small employer credit satis-
faction/bank size relationship is not linear therefore,
that is, as banks get progressively smaller customers are
increasingly satisfied; rather the relationship is inclusive/
exclusive, very large banks and everyone else.

b. Second Mortgages, Credit Scores,

Collateralized Properties
The number of second mortgages held typically has about
the same explanatory power as customers of the largest
banks. Second mortgages appear to signal financial distress
or, at least, financial stretch. The more second mortgages
held, the more likely credit needs will not have been met
(and hence satisfaction low). Twenty (20) percent hold a
second mortgage as will be discussed later.

Credit score is also a predictor of satisfaction with
the year’s credit outcomes. The higher (better) the credit
score, the more likely the small business owner was to
report all credit needs met and so on. Since credit scores
are typically part of a lender’s credit decision, in the case
of large lenders almost the sole determinant, the relation-
ship between score and credit outcomes should promi-
nently appear as it does.

Another significant predictor of credit satisfaction is
the number of properties (real estate) collateralized for
business purposes. The greater the number of properties
collateralized for business purposes, the greater the satis-
faction with credit outcomes. This result at first seems
counter-intuitive. Collateralized property appears to signify
outstanding liabilities, thereby making the small employer
less bankable, other factors equal. But a positive relation-
ship with credit access occurs repeatedly in this data set
and can be found elsewhere.*! Collateralized property for
business purposes, therefore, appears to indicate avail-
able (untapped) borrowing capacity, successful on-going
repayment performance, and, with respect to “business
purposes”, reinvestment of borrowed capital in the busi-
ness rather than for personal or family aggrandizement.

The last predictor, significant at only the 10 percent
level, is the perceived impact of economic change in the
prior year on the business. Owners of businesses who felt
a greater impact tended to be less satisfied with credit
outcomes. Since it should be assumed that part of an
owner's assessment of the economy’s impact is the ability,
or change in ability, to access credit markets, the relation-
ship is not revelatory. Any surprise is the modesty of the
relationship. But the predictor was included here because
its presence in explaining discouraged borrowers is neces-
sary later and the use of parallel predictors in both exami-
nation of borrowing and non-borrowing is preferable.

c. Other Predictors
Other predictors that might be assumed a priori to be
related to satisfaction with credit outcomes were included

in the models for theoretical reasons (see, Appendix
Table A). Though not significant in the credit outcomes
model, these variables are significant in explaining other
credit-related phenomena. Such predictors included in
the set: employee size of the business, newness of the
business defined as less than four years old compared
to more seasoned firms, the five states most affected by
housing foreclosures compared to all others, and sales in
the last two years defined as the loss of at least 10 percent
of sales over the last two years compared to those with
more favorable sales levels.

Discouraged Borrowers

Not everyone tried to borrow during the year. Of the 45
percent who did not make an attempt, 88 percent, or
40 percent of the entire population, did not try because
they simply did not want to borrow (Q#7) (Table 1).
But another 11 percent did not try to borrow because
they did not think they could get credit. Previous studies
have argued these so-called “discouraged borrowers” have
the same profile as successful borrowers.* Presumably, if
they applied, they would quite likely get credit. The data
presented here point in a different direction.

a. Predictors of Non-Borrowers

Predictors that differentiate the two groups of non-
borrowers diverge sharply from the predictors of borrowing
outcomes (Appendix Table B). Only one predictor, credit
score, is common to both. But the theme in the predic-
tors that separate small employers who do not try to get
credit because they do not want it and because they do
not think they can get it is creditworthiness. Discouraged-
borrowers on balance appear less creditworthy, but the
lack of strong relationships supporting that view makes it
more suggestive than conclusive.

The owner’s self-assessment of the impact of
economic changes on the business in the last year is
significant. The more serious the perceived impact, the
more likely a small employer is to fall in the group of
non-borrowers who think they cannot get credit. This
assessment likely reflects the financial condition of the
business. But, it is the owner’s perception and therefore,
like discouragement itself, may or may not square with
objective conditions of creditworthiness.

Business age is also a significant predictor distin-
guishing non-borrowers and discouraged borrowers.
Owners of firms three years old and less are more likely
to be among those who did not try to get credit because
they expected to be rejected. Other measures of busi-
ness age, such as the number of years in business or even
over/under five years in business, have no relationship
with discouraged-borrowers. The critical divide is owners
of very young businesses and everyone else. Young firms
typically are more vulnerable than older ones* and, other
factors equal, are less likely to access credit. The problem
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of newness should be reflected in the credit score, and
perhaps it is, but the credit score and new business appear
to be independent of one another.

Credit score is the final important predictor of the
different reasons for non-borrowing. Small employers
with higher scores are more likely not to borrow because
they do not want to borrow; small employers with lower
scores are more likely not to borrow because they do not
think they can. Since credit score is a prime indicator
of creditworthiness, creditworthiness becomes a prime
differentiator of the reasons for non-borrowing.

b. Discouraged-Borrowers Revisited

The discouraged-borrower phenomenon is not confined
to those who do not attempt to borrow. Successful
borrowers can also be discouraged if they fail to apply
for more credit than they have already obtained due to
the fear of likely rejection. The survey asked those who
obtained at least some of the credit they wanted whether
they desired additional credit, but did not apply because
they did not think they would get it. One-third (35%) of
successful borrowers, more often owning smaller, small
firms, answered in the affirmative (Q#6). In others words,
about one in three successful borrowers applied for less
credit than they really wanted because they thought they
could not get any more credit than they did. Adding this
discouraged-borrower group to the traditional discour-
aged-borrower group more than doubles the number of
discouraged-borrowers.

The question becomes why successful borrowers
should also sometimes be discouraged-borrowers. A likely
answer is recent experience. The two groups of discour-
aged-borrowers are differentiated by first-hand intelli-
gence about their credit status in current credit markets.
While no studies contrast these two groups of discour-
aged small-employer borrowers, at least a study of which
the author is aware, the latter group with its more recent
market experience presumably is likely to assess its pros-
pects more accurately. This more realistic assessment may
lead them to apply only when prospects for success are
reasonable, thereby not risking the credit record “black
mark” in over-applying.

The issues for each deserve development elsewhere.
But for present purposes, the point to note is that the
discouraged-borrower phenomenon is much more perva-
sive than it appears in traditional questioning.

Credit Attempts: Acceptances

and Rejections

The survey assessed five different types of credit: formal
vendor loans (such as auto finance company loans,
contrasted to traditional trade credit), new lines of
credit, renewal of existing lines of credit, business loans
from financial institutions, and credit cards used for busi-
ness purposes. While these do not exhaust the potential

sources of credit supply for small employers, they repre-
sent the overwhelming portion of it (by volume).* Other
well-known potential sources include family and govern-
ment among others, but these sources provide compara-
tively little financing in the aggregate.

Since the beginning of the year, the majority of those
attempting to borrow (54%) sought only a single type of
credit from among the five examined. Another 28 percent
sought two types, 12 percent three, 5 percent four, and
1 percent all five. The more types sought does not appear
strongly related to credit outcomes (success obtaining
credit). However, these data do not count the number
of attempts to obtain credit, a question that is addressed
subsequently.

The survey asked each respondent applying for a
particular type of credit about the outcome of their latest
attempt. Respondents could answer in one of four ways: 1.
credit was extended and accepted with satisfactory terms/
conditions; 2. credit was extended and accepted with
unsatisfactory terms/conditions; 3. credit was extended,
but the applicant rejected the offer due to unsatisfac-
tory terms/conditions; and 4. the applicant was rejected.
Responses are consolidated into two categories, accepted
and rejected, and a series of predictors are assigned to
attempt to determine the factors associated with each. A
problem arises at this point. Are those who select answer
3 — credit approved but declined — accepted or rejected?
The lending institution did extend credit, meaning the
application was approved. But the applicant considered
the terms/conditions so unsatisfactory that he could not
accept them, meaning the prospective borrower did not
get the money. Unsatisfactory terms/conditions, there-
fore, might be termed a “polite” rejection. Both situations
are examined. For each credit type, two binary dependent
variables are defined: (I) Credit extended by the lender
is accepted by the small employer whether or not terms/
conditions are satisfactory (conditions 1 and 2 above) and
(2) credit extended by lender whether the small employer
accepts or not (conditions 1, 2, and 3 above).

The formal results for each of the 10 (five credit types
times two possible definitions of accept/reject) appear in
Appendix Table C. The table shows that some predic-
tors are significant more often than others. However,
no predictor was significantly associated (positively or
negatively) with every type of credit extension. Nor was
a predictor necessarily associated with a type of credit
when small employer’s rejection of a credit offer was clas-
sified as an acceptance or as a rejection. The classification
of those cases sometimes mattered. It is fair to summa-
rize results of Appendix Table C as similar to Appendix
Table A, that is, the predictors associated with the most
recent attempt, with notable exceptions, were also those
that were associated with credit outcome satisfaction.
The relevant predictors will be addressed as a part of the
discussion of individual credit types.
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Vendor Loans (Not Trade Credit)

Business loans provided through vendors to sell their prod-
ucts frequently originate from captive finance companies,
such as GMAC, though now technically a bank, the vehicle
financing arm of General Motors and Chrysler. However,
it is not uncommon for vendors to have arrangements with
banks to provide customer financing.*> In purpose, these
loans are like trade credit; they finance a specific sale. They
differ from trade credit in the sense that they are term
loans funded by a financial institution rather than payment
due in 30 or 60 days directly financed by the seller. The
survey described this type of loan to respondents as an
attempt to finance a vehicle or equipment for the business
through a seller of that vehicle or equipment.

Eighteen (18) percent of small employers tried
to get such a loan in the last year (Q#4A) (Table 2).
Owners of young businesses, those in the construction,
scientific, professional and technical services and the
personal services industries were the most interested in
procuring this type of loan. Sixty (60) percent of those
who attempted to obtain credit via this manner had their
most recent attempt accepted with satisfactory terms
and conditions (Q#4Al). Another 8 percent took the
loan though they were dissatisfied with its terms/condi-
tions, leaving 68 percent of applicants funded. Twelve
(12) percent who tried were offered credit, but they
rejected it on the grounds of unsatisfactory terms/condi-
tions, meaning 80 percent were offered a loan. Twenty-
one (21) percent of applicants were rejected.

Credit score and new businesses were the predic-
tors most strongly associated with the outcome of a
small employer’s credit application, though the number
of second mortgages and hardest hit states were as well
(Appendix Table C). As for the credit score, the higher
the score, the more likely the application was accepted
and the owner obtained the money.

Owners of new businesses, defined as less than four
years old, struggled. The chances that they obtained a
vendor loan were substantially lower than others, all
factors equal. Lenders fear losses from owners of these
businesses more than they fear them from others and
with reason. Higher rejection rate for the owners of these
firms involves the instability of new businesses. New busi-
nesses are geometrically much more likely to fold than are
older ones.* But whether the rejection rate should be the
multiples that it is raises questions.

The number of second mortgages, which as previ-
ously discussed, represents a small business owner’s
financial weakness and perhaps over-extension, is also
associated with acceptance/rejection of a vendor loan
for the purchase of business equipment or vehicles. The
greater the number of second mortgages a small business
owner holds, the less likely the owner is to obtain credit.

Small employers in the states hardest hit by housing
foreclosures (AZ, CA, FL, MI, and NV) were also less

likely to obtain vendor credit than firms in the other
states. Since the author controlled for credit score, the
issue is not the creditworthiness of individual small busi-
ness owners in those states, at least not directly. Rather,
the reason may be the condition of lending institutions
in those states. Even with the mobility of capital, weak
local savings (deposits) and higher loan defaults mean less
money that financial institutions have to lend (though
there is also reduced demand for credit) and hence greater
difficulty for small employers getting it. More likely are
repayment prospects. Despite favorable credit scores,
expected business conditions for potential borrowers may
be so poor that evaluations of repayment possibilities are
generally bleak. Such conditions would be particularly
true for small businesses operating exclusively in local
markets, which most do.*’

The relationship between hardest hit states and the
acceptance/rejection of vendor loans varies substantially
by the classification of potential borrowers who rejected
an accepted vendor loan application due to terms/condi-
tions. It became notably weaker when those rejecting the
credit were defined as a credit acceptance. That suggests
the vendor loan terms/conditions were relatively more
severe in the five states, presumably to compensate for
greater default rates in the local population.

New Credit Lines

New credit lines were the most difficult type of credit
for small business owners to procure in 2009 (Table 2).
Twenty (20) percent, one in five, applied for a new line
of credit, about the same proportion who applied to
renew existing lines (Q#4B). Owners whose sales were
increasing were most likely to apply and the more the
increase, the more frequent the application. However,
just 30 percent of applicants obtained a new credit line
with satisfactory terms/conditions; another 7 percent
took out a new credit line, but with unsatisfactory terms
and/or conditions (Q#4B1). In contrast, half (50%) had
their application turned down. Another 9 percent rejected
the financial institution’s line offer on the grounds that
the terms/conditions were unsatisfactory. Thus, an offer
was extended to 46 percent of applicants but six of 10
(59%) applicants did not obtain the new line of credit
they sought.

The survey inquired into the reasons for dissatis-
faction with the terms and/or conditions of new lines,
whether or not the small employer applicant took the
new line or not. Unfortunately, the number of respon-
dents to those questions proved too small to assess.

Little shopping for new credit lines occurred. Forty-
five (45) percent of applicants approached only a single
institution (Q#4B2). Another 25 percent approached two
and 23 percent approached three or four. The remaining
4 percent approached five or more with 3 percent not
responding. Virtually all acceptances, whether the terms
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and conditions were satisfactory or not, came at the first
and, to a lesser degree, the second institution approached.
More shopping typically did not lead to acceptances,
though the number of cases involved (Ns) is thin.
Whether further shopping would have proven productive
is unclear. However, the distribution of shopping (institu-
tions approached) resembles the distribution of financial
institutions small employers use. That suggests shopping
was confined to institutions with which an owner had a
prior banking relationship.

Seven predictors help explain the lender’s decision to
accept/reject a small employer application for a new line
of credit (Appendix Table C). All have the expected rela-
tionship. Credit score is the first predictor. The higher
the credit score, the greater the chance an application is
accepted. A higher number of second mortgages resulted
in a greater likelihood of an application’s rejection. Prop-
erties collateralized for business purposes have the oppo-
site relationship. The more properties collateralized for
business purposes, the more likely the small employ-
er’s application will be accepted. Owners of new busi-
nesses and those located in a hard hit state are less likely
to obtain a new line of credit than others. Customers of
the largest banks also fare poorly. They are less likely to
obtain a new line than others.

The reasons for these relationships described above
have been addressed earlier. However, employee size of
business has not been mentioned to this point and it is
a significant predictor for new credit lines. Owners of
larger firms are more likely to have their application for
a new credit line accepted than owners of smaller ones.
The obvious reason for this relationship is that size and
longevity are related. Larger small firms as a rule are more
stable. But age has already been controlled for, so the rela-
tionship must hold more, and it does. For example, larger
firms are more likely to have a person whose primary func-
tion is with finance, a more sophisticated set of books, a
detailed, written budget, etc., all of which provide advan-
tages to small employers when applying for lines, or other
types of credit for that matter. Scale simply allows greater
specialization and economies which translate into a better
risk for the lender.

Renewal of Credit Lines

More small business owners applied for renewal of credit
lines than applied for any other type of credit (21%)
though the difference in frequency among the various
types discussed in this report is marginal (Q#4C) (Table
2). About one-third of the small business owners trying
to renew their line also were trying to obtain a new one.
Those most commonly attempting to renew lines tended
to be in the production industries, such as manufacturing
and construction, with relatively few attempting to do so
in the services. Similarly, owners of older firms attempted
to renew lines more often. Renewal obviously requires the

presence of an existing line which explains the age rela-
tionship, at least in part. The industry issue is tied more
closely to granting trade credit and the necessity for large
inventory purchases.

Small business owners were considerably more
successful renewing lines than obtaining new ones. Still,
a significant number were turned down. Fifty-five (55)
percent were able to renew their line with satisfactory
terms/conditions (Q#4C1). Another 15 percent were
also able to renew, but with unsatisfactory terms/condi-
tions. Four percent rejected the offer due to unsatis-
factory terms/conditions, meaning 74 percent were
extended renewal offers. However, adding the 4 percent
who refused the offer to the 22 percent of applicants who
were rejected, means 26 percent did not get funded. That
equates to about 5 percent of the small-employer popu-
lation whose most recent attempt to renew a credit line
was rejected.

Comparatively few predictors were associated with
line renewals (Appendix Table C). Credit score was
a reasonably good predictor, again with higher scores
more likely to have their renewal application accepted.
Employee size was also significant. Owners of larger,
small businesses were more likely to obtain a renewal
than owners of smaller, small businesses, all factors equal.
The number of second mortgages is not a predictor here,
likely because of an established relationship with the
lender evidenced by the presence of an existing line(s).
Beyond these relationships, the data presents some
unusual twists.

Dissatisfaction with credit terms/conditions average
somewhat less than 20 percent of small employer appli-
cants for each of the five types of credit considered and
need to be considered, regardless of whether they accept
the credit offer or not. To this point, it made little differ-
ence whether those refusing the loan due to unsatisfac-
tory terms/conditions were classified as an acceptance or
a rejection. But with renewal of credit lines, classifica-
tion of those applicants yields differences in virtually all
predictors, often substantial differences. The best exam-
ples are the predictors, large bank customers and prop-
erties collateralized for business purposes. When small
employer applicants refuse a renewal on the grounds of
terms/conditions and that is classified as a lender rejec-
tion, both predictors are associated with line renewal in
the expected direction. However, if those applicants are
classified as an accepted application, the relation to line
renewal evaporates in both cases. (A similar phenomenon
strikes the predictor, hardest hit states, but the relation-
ship lacks significance.) The question is the phenome-
non’s interpretation.

Unsatisfactory credit terms/conditions is a subjective
phenomenon. Unsatisfactory to one may be satisfactory
to another. Unsatisfactory may also prove acceptable to
one, but unacceptable to another. The perceived need for
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credit and alternative sources should play significant roles
in that small employer decision to accept/reject a credit
offer with unsatisfactory terms/conditions. It follows that
more applicant rejections of unsatisfactory terms/condi-
tions are symptomatic of relatively more stringent terms/
conditions, other factors equal. However, no clear proof
can be marshaled at this point.

Business Loans from Financial Institutions
Sixteen (16) percent of small business owners applied
for a conventional business loan from a financial insti-
tution within the last year, with owners of larger small
firms somewhat more likely to seek that form of credit
(Q#4D). Regardless of classification of loans rejected
by the applicant due to unsatisfactory terms, about half
got the loan and half did not (Table 2). Thirty-nine (39)
percent of the applicants obtained the loan with satis-
factory terms and/or conditions and another 7 percent
took the loan, though it contained unsatisfactory terms
and/or conditions (Q#4D1). Four percent rejected an
approved loan due to their terms/conditions, while 45
percent of those seeking a loan from a financial institu-
tion or 7 percent of all small businesses were not able to
get one.

Half (50%) of all small-employer loan applicants
approached only one financial institution and another
21 percent just two (Q#4D2). Ninety (90) percent
approached three or fewer. Sixty-one (61) percent who
approached a single source obtained the money while
37 percent who approached two or three did. Still, 34
percent who approached one institution were rejected
and did not approach another. Since a sizeable minority of
those who approached two or three institutions did obtain
the desired credit, the critical question is why those
rejected at the first institution did not approach others.

A particularly powerful predictor appeared when
examining attempts to obtain loans from a financial insti-
tution. Small business owners, whose principal bank is
one of the nation’s largest, were substantially less likely
to obtain a business loan from a financial institution than
owners whose principal bank was smaller. The same
caveats hold here as were discussed earlier (see, Size of
Small Employer’s Principal Bank). But the predictor’s
explanatory power is very strong and should make small
employers patronizing these institutions assess whether
their specific institution is an exception to this general
rule, and take appropriate action.

Other predictors associated with acceptance/rejec-
tion of a business loan application at a financial institution
were the number of second mortgages, the number of
properties collateralized for business purposes, new busi-
nesses, and hardest hit states. The relationships were all in
the expected direction and their rationale was presented
above (see, Second Mortgages, Credit Scores, Collateral-
ized Properties).

The missing predictor is credit score. Credit score is
not significantly related to getting a business loan from a
financial institution. Too much might be made of this non-
relationship because it is marginally insignificant. Still, it
is difficult to explain the absence of a credit calculation in
a business loan decision, particularly in light of the pres-
ence of predictors that typically appear with other credit
access measures. Start with the credit score, however.
The Dun & Bradstreet PAYDEX was the scoring system
used in the current assessment. Yet, others are also
commonly used, such as FICO scores for individuals or
proprietary systems developed by individual institutions.
One issue, therefore, could be the score used. Another
possible issue is the difference between past repayment
record and projected use of the credit. Lenders may not
share the owner’s enthusiasm for the investment that the
credit is to finance, particularly if the investment involves
real estate. Another possible issue is the way very large
and smaller financial institutions do business. Smaller
banks are more likely to rely on relationship lending and
larger ones on scoring models. Small banks appear to offer
more loans to their small business customers than large
ones do to theirs. Credit scores, therefore, may not be as
related to business loan outcomes as they might other-
wise be. The issues or possible reasons for credit score’s
absence as a predictor are speculative. Yet, they fit the
evidence available.

Credit Cards

Nineteen (19) percent of small business owners attempted
to obtain a credit card for business purposes in the last
year (Q#4E) (Table 2). Credit cards and lines of credit,
particularly for the smallest businesses, are often used for
the same purposes, though only 29 percent who applied
for a credit card also applied for a line of credit.

Almost three in four (73%) of those who applied for
a credit card in the last year obtained one (Q#4E1). No
other type of credit among the five examined proved as
readily accessible. Still, 14 percent accepted the card,
but were unhappy with its terms and/or conditions and 5
percent rejected an offer due to them. Twenty-one (21)
percent did not obtain the card.

The most recent request was typically for a busi-
ness credit card, defined as having the business name on
the card (78%) (Q#4E2). Still, 17 percent applied for
a personal credit card to be used for business purposes.
Owners of the smallest, those employing fewer than
10 people, were substantially more likely to choose this
course than were owners of the largest.

Sixty-nine (69) percent applied to only one institu-
tion in their most recent attempt to get a card (Q#4E3).
Another 15 percent applied to two institutions. In all, 93
percent applied to four or fewer. Sweeping credit card
solicitations in the mail are common, even if declining
significantly. The data do not indicate which side to the
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transaction took the initiative. However, the number who
applied to a single institution suggests a large share were
in response to a solicitation.

The predictors of credit card acceptance/rejection
leave one with the impression that cards are pretty much
distributed at random. Since credit card issuers obviously
do have criteria for issuing them, the data presented here
obviously did not capture those criteria. That raises the
question, what data would have done so?

Planned Purposes of Credit Rejected
Small business owners attempt to borrow for a purpose.
When they are rejected for a loan, the purpose is less likely
to be realized. Purposes can be more or less critical to a
firm. From the outside, it is not really possible to know
which purpose is critical and which is not; or to know real-
istic adjustments that can be made to compensate for the
inability to obtain credit. Still, as a general rule, operating
funds, cash flow, inventory replacement and replacement
investment, are likely the most critical purposes; new invest-
ment, inventory expansion, and reserve/cushion the least.

The survey asked those who did not obtain all of
the credit they wanted in the last year and those who
did not apply for credit because they did not think
they could get it, the projected purpose of the credit
they wanted, but could not get. Table 3 presents the
purpose(s) of the denied credit. The average is almost
three purposes per respondent. Since credit is often
taken out by small business owners for more than one
purpose, the data do not necessarily reflect loan appli-
cations or credit attempts.

The most common purpose of denied credit was to
cover cash flow. Seventy-one (71) percent reported that
they would have used the denied credit for cash flow or
day-to-day operating cost purposes (Q#5al). Sixty-one
(61) percent of the group applied for a new credit line,
a credit card or both. This raises the obvious questions,
did they absolutely need the cash and, if so, where did
they get it? The likely answer for those absolutely needing
cash is stretching out payments and collecting receivables,
though there are limits to both. Another is digging deeper
into family income.

The second most frequently intended purpose of
denied credit (48%) was for a reserve or cash cushion
should problems subsequently arise (Q#5a6). Fifty-
five (55) percent of applicants wanting to borrow for
this purpose wanted a new credit line, a credit card or
both. Those rejected with the purpose of debt repay-
ment (46%) most frequently wanted a new line or to
renew a line (Q#5a5). It is not known how many in
the group were rolling-over debt to obtain better terms/
conditions.

Forty (40) percent would have used the money
for inventory investment (Q#5a7) while 35 percent
planned to invest in additional plant, equipment, and

vehicles (Q#5a4). Replacement of old plant, equip-
ment or vehicles was the denied credit purpose of 34
percent (Q#5a3). The least frequent purpose of denied
credit (24%) was to be used for real estate or struc-
tures (Q#5a2). Given the state of the current real
estate market, it is also likely that credit was least often
requested for this purpose.

The planned purposes of loans rejected varied some-
what by firm size. Owners of larger, small firms were
generally more inclined to replace old plant, equipment,
etc., and invest in new than owners of smaller, small firms.
Since the former are likely to make larger investments
than the latter, the loss to the economy is substantially
greater than if plans were randomly distributed by size. In
contrast, owners of smaller, small firms were more inter-
ested in borrowing for debt repayment purposes.

Three purposes, new investment, repayment of
debt, and reserve/cushion, produced noteworthy differ-
ences between those who obtained most of the credit
they wanted and those who obtained none of it (Table
3). Three purposes, cash flow, inventory, and real estate/
structure, did not differ by the ability to obtain credit.
Replacement investment fell in the middle. If one
assumes that better and worse risks generally want credit
for the same purposes, a questionable assumption at best,
lenders showed more discrimination among borrowers
when the purpose of the credit was from among the first
three purposes than the next three.

Trade Credit

Most analysts spend the overwhelming amount of their
time assessing formal credit markets, including loans and
lines from financial institutions and credit cards. Yet,
trade credit is the life’s blood of many small firms, both
on the giving and receiving ends. Most small business
owners extend trade credit and most receive it even when
the amounts are relatively small. Technically, trade credit
is extended only among businesses, meaning trade credit
extensions are heavily reliant on the customer base. If the
customer base is the public, such as in the typical retail
business, then credit extensions are of another kind. They
stretch from the more formal arrangements as covered
by Truth-in-Lending (confined to only the largest small
firms) to the old-fashioned running a tab.

Sixty-five (65) percent of small business owners usually
extend credit to customers, 33 percent to most customers,
24 percent to select customers, and 8 percent to customers
who ask for it (Q#14). Thirty-five (35) percent do not
extend credit to any customer. That distribution appears
to have changed modestly from the prior year.*®

Trade credit extensions vary enormously by industry.
For example, 72 percent of manufacturers extend trade
credit at least to most customers as do 62 percent of
wholesalers. Those dealing directly with the public are

less likely to do so.
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TABLE 3
ProsecTED PURPOSES OF ReJECTED CREDIT By AMOUNT OF CREDIT NEEDS FiLLED — 2009

Amount of Credit Needs Filled

Purpose Most Some None Total*
Cash flow 69% 70% 74% 71%
Real estate/Structures 19 26 22 24
Replacement — plant, equipment,

vehicles 29 31 35 34
Investment — additional plant,

equipment, vehicles 21 34 43 35
Repayment of debt 19 53 43 46
Reserve/Cushion 30 50 53 48
Inventory 40 40 39 40

* N = 266, including 32 cases of “discouraged borrowers,” that is, small employers who did not apply for credit because they did not think they

could obtain it.

Small business owners can tighten and loosen
their trade credit policies as they see fit and conditions
warrant. Since the beginning of the year, 29 percent
of small employers admit that they have tightened the
trade credit they extend, 13 percent tightening it a lot
(Q#14a). Just 5 percent loosened trade credit. However,
65 percent report no change in their credit policies. It
appears that about 7 percent eliminated trade credit or
are in the process of doing so.

The financial problems many firms are experiencing
suggest that trade credit should be curbed by extending
owners more often than it has been. But poor sales counter
the impulse to tighten. Tighter trade credit may mean lost
sales, implying critical trade-offs for many small business
owners. In fact, tighter trade credit policies are at best
marginally more associated with poorer sales than better
sales, evidence of the difficult financial choices small busi-
ness owners encounter.

Careful control of credit extended is not only the
potential loss from a customer’s defaulting, but also from
a customer paying late. At this point, almost half (45%)
have no receivables or no receivables more than 60 days
delinquent (Q#14b). Given that 35 percent claim to
give no trade credit, remarkably few have all accounts
current, or reasonably so. Forty (40) percent of small
business owners who have receivables have up to one-
third of them (in dollar terms) more than 60 days delin-
quent and another 8 percent have between one-third and
two-thirds of their receivables in this condition. Delin-
quent payments put enormous stress of cash flow, which
requires a small business owner to have a strong cash flow,
a line of credit, tolerant vendors that allow delinquencies
themselves, and/or lots of sleepless nights.

Seventy-one (71) percent claim that their receivables
today are about in the same condition that they were one
year ago (Q#14c). But of those who experienced change,
about three times as many saw delinquencies grow as
saw them shrink. Twenty-one (21) percent report delin-
quencies higher today, 7 percentage points or about one-
third of them much higher. Seven percent report fewer
delinquencies. Small employers with the most serious
delinquency issues are also the ones more likely to have
tightened their credit policies.

Small business owners not only extend trade credit,
they receive it. Twenty-five (25) percent always pay at
the time of purchase, avoiding trade credit all together
(Q#14d). Though owners of the very smallest businesses
are more likely to always pay at the time of purchase than
owners of larger ones, the major differences are across
industry, with manufacturers, wholesalers and contrac-
tors less often doing so. Retailers approximated the popu-
lation average.

Forty-four (44) percent think their suppliers have
not changed the terms/conditions of their credit policies
since the beginning of the year, and 1 percent say that
they have loosened credit policy. But 27 percent report
their suppliers have tightened their credit policies, 12
percent tightened them a lot. Reports about tightening
trade credit extension and trade credit receipt are similar.

Tightening trade credit, as has occurred over the
last year, can force small businesses to the formal credit
markets, particularly in search of credit lines. Recall that
cash flow was the principal projected purpose of rejected
small employer credit applications. Credit cards can
substitute for credit lines, but they are relatively costly
and may not work profitably if balances cannot be repaid
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immediately. Thus, when trade credit is stretched to the
limit and lines are not available, small business owners
may have no choice other than to operate off high cost
credit cards, a most unpleasant prospect.

Real Estate Holdings and

Their Implications

Collapse of the real estate market provided a catalyst for
the nation’s current economic difficulties. Unappreciated
is the fact that small business owners hold substantial
real estate. As a result, when housing and, more broadly,
real estate values tumbled, many small business balance
sheets followed. The consequences of these losses, if
only on paper, were severe, one immediate consequence
being a reduced interest in and capacity to borrow. Small
business owners often found themselves squeezed. The
recession depressed sales which drove them to lenders to
cover short-term financing (cash flow) needs just when
depressed balance sheets and collateral values made
borrowing both difficult and unattractive. Those who
had bona fide investment opportunities were frequently
caught in the small business version of the mark-to-
market issue, the market value of real estate assets (the
[potential] loan collateral) having fallen so far that they
could not finance their opportunities. In fact, it was this
combination of recession-induced poor sales and falling
real estate values which has made the current recession
so difficult for so many smaller firms. It is also the reason
that the ability of many small employers to borrow will be
constrained precisely as sales begin to strengthen and new
investments are warranted.

The survey addresses real estate in three parts: the
owner’s residence, the business premises, and invest-
ment real estate tied to neither of the other two. Table
4 summarizes the real estate data for each of three types
of real estate considered. It presents various measures
of real estate and its finance as a percentage of the total
small employer population, as a percentage of ownership
of at least one property, and as a percentage of holding at
least one mortgage on the property.

The term “real estate” for present purposes refers to
both land and structures and the term “commercial real
estate” refers to land and structures occupied exclusively
for business purposes. The commercial term includes indus-
trial as well as the more common commercial category.

The Owner’s Residence

Theoretically, the financial worth of an owner’s residence
has no business implications. A person (with their home)
and a business are two separate financial entities, partic-
ularly incorporated businesses. Practically, nothing could
be farther from the truth. The individual and the business
are intimately tied, incorporated or not, meaning that the
owner’s personal finances, including his home, have impli-
cations for the business and vice versa.

Small business owners as a group are well-housed.
Ninety-three (93) percent own their residence (Q#17),
about 25 percentage points higher than the national
average. Moreover, the median value of a primary resi-
dence of a family headed by a self-employed person was
$213,000 in 2004 compared to the national median of
$138,000.# Second residences were not considered. Of
the primary residences owned by small employers, two-
thirds (67%) have a mortgage on them (Q#17a). Twenty-
seven (27) percent of those with a first mortgage, or 18
percent of all who own homes, have a second mortgage in
addition (Q#17b).

Many home mortgages directly provide resources
to finance business activities. Seventeen (17) percent
of small employers with a mortgage on their residence
took out the mortgage to provide capital for the business
(Q#17d). That means approximately one in six small
employers (16%) have a mortgage on their residence that
helps to finance the business, not necessarily to finance
the house. The residence can also help finance the busi-
ness through its use as collateral to purchase business
assets. Seven percent of small employers use their homes
for this purpose (Q#17¢).

The prevailing assumption moving into the current
recession was that housing values continually increased,
even if the increase in market values occasionally paused,;
certainly values never significantly fell for a prolonged
period. That truism meant that the net worth of resi-
dences was gold for securitizing purchases of busi-
ness assets or pumping cash into a business’s operation.
Instead, the value of housing generally did fall, frequently
by substantial amounts, leaving some home-owners with
an upside-down (under-water) property. The mortgage
was worth more than the house. The immediate business
implication of the phenomenon for those affected was
that their combined personal and business balance sheets
contained a liability that formerly was an asset. Other
small employers simply watched the value of their prop-
erty fall. The decline may have left it with a positive net
worth, that is, an asset. Perhaps it had been paid off years
before. But in either case, the change could have been
large enough to require the borrower to post additional
collateral or to take steps to improve the balance sheet.
But even should remedial activity not have been neces-
sary, the ability of the owner to borrow further from a
poorer balance sheet was constrained.

Upside-down residences in many ways are merely
emblematic of a larger small business problem. Nine
percent of small employers currently own a primary resi-
dence that is upside-down. That figure rises to 15 percent,
almost one in seven, of those with a mortgage on their
homes and marginally higher than one year ago (Q#17¢).
However, the distribution of small employers in this
condition is not spread uniformly across the country.
Twenty-eight (28) percent of small employers in the five
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states hit hardest by falling housing foreclosures (AZ, CA,
FL, MI, NV) own an upside-down home (meaning it is
also mortgaged) compared to a 9 percent average in other
states. The ability of one in 10 small business owners
to borrow is depressed by upside-down housing and for
the overwhelming majority by the decline in general real
estate values.

The Business Premises

Twenty-four (24) percent of all employing small busi-
nesses are located principally in their home or an asso-
ciated structure (Q#15). While these home-based
businesses tend to be firms employing fewer than 10
people, they can be larger. Industry and the “newness”
of a firm are also associated with the proportion of home-
based businesses. Common examples include construc-
tion and professional service firms, both of which have
a substantial presence in the small business population.
Retail, another large small business sector, is an example
of a business not typically located primarily in the home.
But for present purposes, these home-based businesses
tend to occupy residential real estate and their business
premises are classified as residential.

The overwhelming majority (76%) of small businesses
occupy commercial real estate, either as owners or renters
(leasers). Almost half, 49 percent of small employers
whose businesses occupy commercial real estate, own all
or part of the building(s) and/or land on which their busi-
ness is located (Q#16). Two-thirds (67%) employing 20
or more people own such property.

The majority (55%) of small employers owning their
business premises have a mortgage on them (Q#16a).
Ten (10) percent with a mortgage also have a second
mortgage on the property (Q#16b). The prevalence of
mortgages on business real property appears substan-
tially smaller when spreading them across the entire
small employer population. Still, 27 percent of small
employers have a mortgage on their business premises
and 3 percent have a second.

As with housing, not all mortgages on the business
premises finance the immediate land and/or structures
of the business. Sixteen (16) percent of small busi-
ness owners who own their firm’s real estate took out a
mortgage to finance other business activities (Q#16d).
Eleven (11) percent used the property to collateralize the
purchase of other business assets (Q#16e). Real estate
used in this manner achieves maximum advantage for
the owner when its value is high; the ability to use it, or
use it to the extent desired, naturally falls as the value of
commercial real estate falls.

Nonfarm noncorporate business data are not always a
good proxy for small business, but in this instance they are
revealing. They show very large recent increases in mort-
gage debt, particularly in 2006 and 2007, but by the fourth
quarter of 2008 mortgage debt increases had turned nega-

tive with each of the three quarters in 2009 increasingly
negative.’® While the action achieving these numbers is to
limit new commercial mortgage loans, the broad effect
over the last four quarters is that small employers (as a
group) are paying off their commercial mortgages. Out
of context that general trend is not necessarily bad. But
in the current climate, paying off commercial mortgages
means another drag on the small business sector of the
economy. It also means that the use of commercial real
estate for collateral or on which to take out a mortgage to
finance other business activities will be constricted.

The good news is that only 5 percent have an upside-
down business premises (Q#16c¢). That level is the lowest
proportion of upside-down real estate of the three types
of real estate considered.

Investment Real Estate

Almost four in 10 small employers (39%) own investment
real estate, that is, land, developed and undeveloped,
and/or structures that are neither the owner’s home nor
the owner’s business premises (Q#18). Typically, such
investments are not isolated. Two of three (66%) who
own at least one own more than a single investment prop-
erty (Q#18a).

The investment, or largest investment when a respon-
dent owns more than one, carries a mortgage in 56 percent
of cases (Q#18b). Thirteen (13) percent with a mort-
gage also have a second on the property (Q#18c). This
investment is also used to support other business activity.
Thirteen (13) percent owning investment real estate took
out a mortgage to finance such things as additional inven-
tory, repairs and maintenance on business structures, etc.
(Q#18e). And, in 9 percent of cases, investment prop-
erty is used to collateralize the purchase of other business
assets (Q#18f).

Eight percent of all those with investment real estate
have an upside-down property, equating to 15 percent of
those holding a mortgage on the property (Q#18d).

Not all of the investment real estate owned by small
employers immediately adversely affects the business (or
principal business). Somewhat less than half do not have
the property tied up with a mortgage or otherwise collat-
eralized. The businesses of that group should largely be
unaffected by declines in real estate values, except to the
extent that they would like to borrow against them or
sell them to raise capital. The survey offers no data on
the intentions questions. Still, it must be assumed that
those intentions to raise investment capital will grow as
the recession runs its course. Then, they may bump up
against the reality of real estate values, especially unen-
cumbered properties.

All Properties
Ninety-five (95) percent of small employers own at
least one of the following three types of real estate, a
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primary residence, their business premises, and invest-
ment real estate; 55 percent own two, and 18 percent all
three. This count does not include multiple holdings of
one type, such as a secondary residence, which as shown
earlier in the section on investment real estate occurs
often. Nor does the count include the impossibility of
the 24 percent who have home-based businesses being
unable to own both their home and their business prem-
ises. The result is even more real estate holdings than
immediately apparent.

Small employer ownership of real estate may be
advantageous so long as values are rising faster than can be
achieved by reinvestment in the business. But real estate
values are not doing that; they are generally declining or at
least are lower now than they were just two or three years
ago, often substantially so. The result is that most small
business owners have lost balance sheet value. Since the
data do not contain specific pre- and post-appraisals, the
precise number of affected owners and the value of their
(paper) losses are not known. And, because real estate
is far from the only asset on a balance sheet, real estate
losses do not equate to lost value in a business. Still, the
impact has been broad and large. That means the small
business owners as a population have less capacity to
finance new investment, including additional employ-
ment, even where potentially profitable opportunities
exist. Loan subsidies cannot alleviate the problem under
conventional lending standards.

The prior discussion purposefully excludes the
sales impact of falling real estate values on the 783,000
small construction firms (less than 100 employees) and
302,000 small firms in the real estate and leasing indus-
tries (less than 100 employees), many of which depend
on the real estate market.>! These impacts, though serious
for the small business population, lie outside the scope of
the current inquiry.

Changes in Real Estate over the Last Year

The amount and use of real estate by small business
owners changed little over the prior year.®? The data
appearing on Table 4 could almost be a data table for
2008. The differences in the real data between 2008 and
20009 virtually all hovered in a small range, well within the
survey error term.

Two exceptions appear, each moving in a different
direction, and indicating that the situation is not static.
More small business owners appear to be taking out mort-
gages on their real property to support business activi-
ties. But the additional mortgages are being taken out only
on the business premises and investment property; they
are not being taken out on the house. For example, the
number of small employers who had mortgages on their
business premises to support other business activities
rose from 20 percent at the end of 2008 to 29 percent
at the end of 2009. Similarly, the mortgages for that

purpose on investment real estate rose from 11 percent
to 23 percent over the same period. The change on the
principal residence was a single percentage point. Small
business owners are, therefore, using their real estate to
support the refinancing of various business activities. The
size of the increase in such activity likely signals stress
as affected owners must dig deep into their assets to
finance present needs. (The data do not address whether
there was an attempt to sell the real property before it
was mortgaged.) Because these data are derived from two
independent samples however, it is not possible to deter-
mine which respondents mortgaged assets for business
purposes in 2009 and which had done so earlier.

The second possible noteworthy change in the year is
that some small employers are seeing deals in real estate
markets and are taking advantage of them. Sixty-six (66)
percent of those with investment real estate had more
than one such property at the end of 2009 compared to 58
percent at the end of 2008. These data are at best an indi-
cator, but suggest that some owners, almost certainly those
with healthy businesses and strong cash flows, are opting to
pick up cheap assets outside the business’s primary activity.

Final Comments

Small business continues to struggle. While Wall Street
recovers, Main Street remains in difficult straits and pros-
pects are not bright. Poor sales continue; a real estate
hangover remains; and, economic policy simultaneously
offers little help while injecting large doses of uncer-
tainty into an already shaken small employer population.
Though they take a back seat to sales and real estate, tight
credit markets do not help.

The immediate pressing credit issue appears to be
credit lines. New lines are the most difficult form of
credit to get and one-third of renewal applications are
rejected. As trade credit becomes increasingly stretched,
both on the giving and receiving ends, pressures on
cash flow become intolerable. Lines could alleviate the
problem for many. Yet, financing for cash flow purposes is
the use of credit most frequently rejected. The problem
for smal