Small Business Finance and

Personal Assets

By John Moon, Federal Reserve Board of Governors

Introduction

mall business owners have historically relied on

personal assets as an important source of support

for their enterprises — from the aspiring restaurant
owner relying on personal savings to the toy distributor
using a line of credit secured by her home. However, the
recent bursting of the credit bubble has led to a plunge in
values across most asset categories. Consider the follow-
ing: according to the Case Schiller Index, national housing
values have dropped 32% from their peak in 2006 to the
first quarter of 2009; the Dow Jones Index has dropped
29% in value since its peak of 14,093 points the week
of October 8, 2007. This loss of personal wealth has af-
fected small business owners who rely on their assets to
support their enterprises. At a time when many potentially
viable businesses are in dire need of credit to keep their
struggling businesses alive, owners have fewer personal
assets to leverage. These problems are compounded for
business owners facing home foreclosures. In this article,
[ will discuss how small business owners have historically
relied on personal assets for credit and how current eco-
nomic challenges may affect these borrowing patterns. In
addition, I will discuss the possible implications for busi-
ness owners and providers of credit.

The Need for Healthy Small Businesses

Maintaining healthy small businesses is often cited as
an important element to the economic recovery because
of their considerable contributions to the overall economy.
Small businesses employ more than half of private sector
workers and have generated well over half of net new jobs
annually over the past decade. They have created more
than half of non-farm business gross domestic product.
A vibrant small business development strategy is usually
an integral part of larger community development strate-
gies within low- and moderate-income (LMI) communi-
ties because of the vital local jobs these firms create and
the essential products and services they provide to their
local communities. Recognizing their importance, the Ad-
ministration recently reduced fees and increased guaranty
levels of the Small Business Administration’s (SBA) loan
programs to increase access to credit and to encourage
small business economic activity. These measures have re-
cently begun to demonstrate improved credit flow to small
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businesses through the SBA programs. As of August 2009,
the monthly SBA loan approval rate of $1.37 billion is
now closer to the FYO8 monthly average of $1.5 billion."

Credit Supply and Demand Both Impacted

In spite of this progress, the supply of credit still
remains restricted. According to the July 2009 Federal
Reserve Board’s Senior Loan Officer Survey, banks have
slightly tightened (35.2% of all banks) or maintained
their previously tightened lending standards (61.1% of
all banks).? A large percentage (60.4%) of small business
owners report using some type of credit to finance their
firms?, and for those who are now seeking credit, they may
need to make adjustments. One method for small busi-
ness owners seeking credit in a more difficult lending en-
vironment is to provide credit enhancements namely in
the form of personal commitments, which are personal
guarantees or pledges of personal collateral such as stocks
or real estate. This personal pledge provides lenders ad-
ditional assurances against risk of loss in the event that the
borrower is unable to repay his loan.

Generally, knowing how and when small business
owners use personal assets is challenging due to the very
limited small business data sources available. Although
slightly dated, an informative research paper by Avery,
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Bostic and Samolyk, “The Role of Personal Wealth in
Small Business Finance,”* provides one of the most de-
tailed studies on this topic using data from the Federal Re-
serve’s National Survey of Small Business Finance (NSSBF)
and the Survey of Consumer Finance (SCF). The study con-
cludes, “The role of personal wealth in small business fi-
nancing certainly appears to be significant” and “for firms
that rely heavily on loan financing, the use of personal
commitments appears to be very important, if not vital.”>
Indeed, loans having a personal guarantee comprise
40.9% of all loans and account for 55.5% of small busi-
ness credit dollars.

The type of firm also seems to influence the type of
commitment it makes. Corporations (i.e. “C” or “S” cor-
porations) are more likely than unincorporated firms to
be associated with guarantees, while unincorporated
firms (e.g. — sole proprietorships) are more likely to use
personal collateral.” Generally speaking, sole proprietor-
ships have an implicit personal guarantee due to the way
they are organized, which may explain their greater use of
personal collateral pledges. For unincorporated firms (e.g.
sole proprietorships) the reduction in value of personal
assets could have a more dampening effect on their ability
to access credit. For very small businesses or micro-busi-
nesses in LMI areas, difficulty in accessing credit may be
even more difficult as loans have been historically more
difficult to obtain in economically distressed communi-
ties. In a forum sponsored by the Federal Reserve Bank of
San Francisco and the Asian Pacific Islander Small Busi-
ness Program, some bank lenders had reported reducing
the amount of their extended lines of credit as a result of
lowered appraisal values on personal homes that secured
these small business loans. For other businesses that
borrowed directly through a home equity line of credit,
notably immigrant micro-businesses, a similar reduction
in credit resulted as home values were reassessed.?

Further, the Avery, Bostic and Samolyk study finds
strong evidence of the pledge of personal guarantees in
the use of lines of credit: personal guarantee incidence
is twice that of personal collateral among unincorporated
firms (39.6% versus 17.9%) and four times that of collat-
eral among corporations (65.5% versus 16.0%).° If lines
of credit have become relatively more difficult to obtain
because of reduced asset values, then an important cash
flow management tool may be less accessible for the small
business. Like credit cards for individuals, one way small
business owners use their lines of credit is to manage the
mismatch in timing of cash flow between revenues and
expenses. Used this way, lines of credit augment a firm'’s
working capital. However, when owners face credit re-
strictions on their lines of credit, they lose cash flow flex-
ibility and would likely have to manage their expenses
more tightly. Owners who then must manage cash more

conservatively are more likely to pull back on their overall
use of credit as business confidence wanes and concerns
about being overextended on credit become greater.
Indeed, the most recent Senior Loan Officer Opinion
Survey cited lower business loan demand as one of the
most important factors in the reduction of lending activ-
ity. Interestingly, lower small business loan demand has
also paralleled the recent reduction in demand for con-
sumer credit.

For those business owners who have pledged per-
sonal commitments and unfortunately succumb to eco-
nomic pressures and fail, the loss can have an amplifying
effect on their personal finances. For those owners who
lack sufficient resources to satisfy their credit obligations,
they may need to rely on personal resources to fulfill their
credit obligations. In these cases, the owner would likely
benefit from professional legal or accounting counsel to
minimize the loss of personal assets. Many LMI business
owners may have their personal finances co-mingled with
their business finances, which makes the unwinding of
the business more difficult, and possibly more painful. In
more extreme cases, the fear of significant loss or uncer-
tainty has led some of these borrowers to flee their credi-
tors. While this is anecdotal, lenders and small business
technical assistance providers have promoted the impor-
tance of contacting a delinquent borrower early to mini-
mize losses on both sides of the credit transaction.

Conclusion

Personal assets are often closely tied to the ability
of small business owners to access credit, making them
an important factor in the financing of small businesses.
The relationship between personal assets and small busi-
ness financing has presented particular challenges during
this economic downturn. On one hand, the pledging of
personal commitments can help banks mitigate against
greater risk associated with the economic downturn. On
the other hand, the drop in asset values as a result of the
recession makes it more difficult for small business owners
to pledge personal commitments. The net result may be
that on the supply side, access to credit is further con-
strained for small businesses because of this dynamic. On
the demand side, a small business owner will be reluctant
to pledge his own assets or provide a personal guaran-
tee if he has a pessimistic outlook for his business or the
economy. Fundamentally and not surprisingly, to increase
credit supply and demand, asset values and business pros-
pects need to improve. Commendable efforts have been
made by the Administration through the SBA enhance-
ments to improve access to credit supply. Addressing the
demand side for credit by businesses will be the larger
challenge as there are fewer “government levers” to affect
this part of the economy.
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