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Introduction

These briefs provide recommendations on how State Small Business Credit Initiative (SSBCI)
administrators, at the jurisdiction level, may be able to increase collaboration with community
development financial institutions (CDFls) with the goal to increase small business loans of under
$100,000 to socially and economically disadvantaged individuals (SEDI).' The Aspen Institute and
Scale Link, with support from the Initiative for Inclusive Entrepreneurship, have reviewed current SSBCI
offerings and how they intersect with the work of high-volume CDFI small business lenders.
Recommendations are provided for three separate SSBCI product solutions: capital access programs,
loan guarantee programs, and loan participation programs. All statements in these briefs about a
program'’s value or success are made through the lens of small business loans of less than $100,000.
The focus on small-dollar loans is driven by the importance of this product type to SEDI business
owners.

To date, collaboration between microlending CDFls and SSBCI administrators on loans under
$100,000 has had uneven success. Our assessment is that this is due in large part to limited
understanding among the three key parties — US Department of the Treasury, jurisdictions, and CDFI
microlenders — of each other's incentives and priorities. SSBCl administrators may not always
understand how the size, sophistication, product selection, and geographic and mission focus of a
CDFI affect its perspectives on what it “needs” from SSBCI. In seeking feedback from CDFls,
administrators may receive input that is vastly different and confusing, making it hard to implement
solutions or perhaps obfuscating the challenge most worthy of focus. Although there is clear strategy
fatigue on the part of both CDFls and administrators because of the uneven success to date,
conversations with administrators and with CDFls revealed a desire, and willingness, to find more
effective solutions.

Participation in these new capital tools has both mission and financial implications for the CDFI, and
decisions about whether and how to engage are complex to navigate. To assist CDFls in making these
choices, Scale Link and the Business Ownership Initiative have created this decision guide and
financial modeling tool. It can be useful in making an initial decision on whether (or how much) to
participate in a particular program or fund—or in assessing how to negotiate with a private or public
funder about the parameters and economics of the program. This resource can also help CDFls
reassess the extent of their participation as they learn more over time about the financial and mission
implications of a particular program.

" Although it is titled the State Small Business Credit Initiative, the current version of SSBCl also provides funding to tribal
governments and US territories. As a result, we refer to the implementing entities as jurisdictions.
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Understanding the Target Market of High-Volume
CDFI Microlenders

Crafting successful programs begins with an understanding of the diversity of CDFls in terms of size,
sophistication, and mission focus. More than a thousand CDFls exist across the country, many of which
do not engage in small business lending. Among CDFls that lend to small businesses, many do little to
no volume of loans in amounts less than $100,000. All CDFI small business lenders are bringing
important products and services to firms that have lacked access to capital.

However, to design programs and solutions that can be used effectively at the scale required under
SSBCI, it is essential to differentiate among CDFI needs and capacities and to match solutions to
specific product offerings. Thus, in our work with IIE, BOIl and Scale Link have focused on the CDFls
that we believe have the greatest potential to use SSBCI resources to originate loans of less than
$100,000 at high volumes. We refer to these CDFls as high-volume microlenders.? Focusing on CDFls
that can make these loans at large volumes (e.g., can do large numbers of loans) is important in the
context of SSBCI for two reasons. First, because of their targeted outreach efforts, product design, and
focus on average loan sizes below $100,000, high-volume CDFI microlenders reach high levels of SEDI
borrowers. Typically, 80% or more of their clients qualify under the SEDI definition in SSBCI
regulations. Thus, SSBCI administrators who partner with microlenders can expect high levels of SEDI
impact (even if the program is not solely or specifically targeted to SEDI borrowers). Second, even
though these CDFls are making small loans, their ability to originate at high volumes (e.g., to originate
hundreds or thousands of loans annually) means that they can still contribute meaningfully to the
program’s deployment goals.

We define high-volume microlenders as CDFls that originate hundreds or thousands of small business
loans of less than $100,000 annually. Although hundreds of CDFls originate small business loans of
this size, a relatively small number (we estimate around 20) fit the description of high-volume
microlenders. Four factors distinguish these lenders from other CDFI microlenders:

e Their target market is based on serving specific populations rather than a specific community;
thus, they operate with large geographic footprints — at least statewide and typically multistate.

e They are willing to take on the financial challenge of making large numbers of microloans,
which do not generate sufficient income to cover their costs when made at affordable interest
rates.

e They have built the complex operational capacity required to originate and manage many
hundreds or thousands of loans each year.

e They face competition in the marketplace. High-volume CDFI microlenders find themselves
competing with lenders in the market that may be willing to sacrifice affordability,
transparency, and even the borrower’s ability to repay to achieve profitability. These lenders
offer quick approval and funding times that are attractive to small business owners, and as
such, CDFls in this part of the market work to offer quick approvals and funding.

2 In the United States, microloans are typically described as loans of less than $50,000. This is the case in most industry
definitions as well as in several federal programs. For this work, BOI and Scale Link were specifically asked to focus on loans of
$100,000 or less. Although this focus includes somewhat larger loans, many of the cost and market factors related to loans of
less than $50,000 also exist for loans of less than $100,000.
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CDFls — and, frankly, any lenders that originate smaller-dollar loans — face a complex decision about
how they will structure and make microloans. They must balance (1) a high volume of transactions, (2)
affordability to the customers, and (3) profitability. Empirically and historically, achieving two of these
three adversely affects the third. Given the costs involved in originating and servicing these loans, they
can achieve a high volume and profitability, but they must sacrifice affordability to the borrowers.
CDFls that make smaller-dollar loans at high volumes generally decide to prioritize volume and
affordability and are willing to sacrifice profitability. As a result, they must consistently raise subsidy.?
This has important implications for SSBCI programs that support this form of lending, as lenders will
focus as much or more on the revenue and operational cost implications of the program as its
potential to help them manage losses and liquidity. They will also highly value speed, efficiency, and
clarity for all parties when considering whether to participate in a particular funding program.

A Tool to Guide Decision-Making and Program Design

Given the variety of new federal and state lending programs being created (many as part of
SSBCI), CDFls must make sound decisions about the impact of each program. In addition to
these program design briefs, our work with IIE has involved the creation of a tool to assist CDFls,
donors, and others in understanding the relative financial and mission impact of lending
programs as they are developed. This tool is available free of charge on the Scale Link and BOI
webpages. We encourage those considering or designing new lending programs that might
involve CDFls to use the tool to evaluate their implications.

3 See Joyce Klein and Timothy Ogden, “Lessons for Global Microfinance from... the United States? — Working Paper,” Business
Ownership Initiative, Economic Opportunities Program, The Aspen Institute, December 2023,
https://www.aspeninstitute.org/publications/lessonsfor-global-microfinance-from-the-united-states-working-paper/, and also
Adam J. Levitin, “The Financial Inclusion Trilemma,” Yale Journal on Regulation 41, no. 109 (2024): 109-163.
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Critical Program Constraints and Design Factors

Because SSBCI provides federal funding to states, tribal governments, and territories to use in creating
programs to support private sector lending, the product or program solutions must meet the needs of
the US Treasury, the jurisdictions, and the lenders. To craft solutions, we wanted to ensure we had a
clear understanding of the critical constraints and factors for each of these parties so that our
recommended solutions could solve for them. They are as follows:

Key Federal Requirements

e SSBCl was originally designed and funded in 2011. Although SSBCI “2.0" is similar to the
original program, it contains a variety of statutory changes. The US Treasury must operate
within the bounds of the statute authorizing the program.

e The statute requires SSBCI funds to “cause and result in” private financing. Funds are expected
to be additive to enable new lending. Refinancing of a lender’s existing debt is generally not
allowed.

e Capital must continue to revolve within a Treasury-approved program until the end of the
federal program.

e Funds cannot be used to make “grants” to CDFls during the federal period, but contract
agreements with jurisdictions can allow CDFIs to retain funds after the federal period ends.

e Key decision-making power resides at the jurisdiction level, but new product solutions
proposed by jurisdictions must be approved by the Treasury. This can take several months.

e The Treasury has made, and continues to make, decisions on how the statute is applied across
the many jurisdictions, and it is motivated to support capital flowing as deeply into
communities as it can.

Note that BOIl and Scale Link believe that the following recommendations fit within the guidelines and
statutes of the Treasury, although they may require jurisdiction approval by the Treasury.

Key Priorities (of Varied Levels of Importance) for Administering Jurisdictions

e Compliance: Each jurisdiction expects to be audited by the Treasury’s Office of Inspector
General, putting its ability to receive and retain funds at risk if noncompliance with program
criteria is found.

e Capacity: Most jurisdictions have limited staff and technology capacity. As a result, they
generally have limited capacity to quickly process, and ensure compliance, on a high volume
of small-dollar transactions.

¢ Meeting drawdown timelines: Funds not allocated by the required timelines (33% within three
years and 66% within six years) will be lost. As a result, there is a very clear incentive for
jurisdictions to prioritize large-dollar transactions as opposed to smaller dollars, at least in the
early years of the program.
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e Maximizing incentives: Jurisdictions are required to hit targets for reaching certain
percentages of SEDI and very small business customers. If a jurisdiction overperforms, it may
have access to additional funds. If goals are not hit by the end of the second or third of three
tranche of funding, those incentive funds will be lost. (Note that early reporting shows that
achieving SEDI goals has not been difficult for most jurisdictions. This is because the SEDI
definition is quite broad. Although SEDI goals have been met, many states have room to
improve in reaching business owners of color; increasing smaller-dollar lending has strong
potential to improve these results.)

Key Priorities of High-Volume CDFI Microlenders

As detailed previously, lending up to $100,000 requires trade-offs. Lenders must choose between
significant lending volume, profitability, and providing affordable capital. Because high-volume CDFls
trade profitability for volume and affordability, and they compete against high-cost lenders that offer
rapid turnaround, they are rigorous in their focus on efficiency and cost reduction wherever possible.
As such, they have the following needs and expectations for participating in a lending program such as
SSBCI:

e Revenue and expense impacts at CDFls are positive and seen quickly. Programs that do not
reduce fundraising needs for CDFls will have little interest.

e Enrollment approvals are received within 24 to 48 hours of submission of a completed
application.

e They are able to participate in SSBCI programs in a state or territory regardless of whether they
have an office there.

e They can manage borrower loan modifications for small-dollar loans quickly and flexibly.

e They are able to sell some, or all, of the loans they originate and enroll in SSBCI programs to
increase leverage and, in some cases, expand limited revenue. Note that at least 5% of a loan
balance must be retained by the lender per SSBCI guidelines.

e Nondepository institutions are able to participate.

e They have a high level of predictability regarding which loans will or will not be approved for
enrollment.

e Consistent product criteria across jurisdictions reduce complexity and cost in participating.
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Summary

With $10 billion at stake, SSBCl is an enormous opportunity to transform how capital is deployed to
small businesses seeking less than $100,000 in financing across the country. CDFls that have had
limited access to credit enhancements and tools to strengthen their balance sheets see potential in
SSBCI, but the path forward has not been clear. Initial efforts at expanding lending under $100,000
between CDFls and SSBCI administrators at the jurisdiction level have had uneven success, but great
potential still exists. SSBCl is approximately a 10-year program, and we are at approximately the 2-year
mark. Capital retained by the jurisdiction at the end of the federal program can be used at the
discretion of that jurisdiction, so opportunities for collaboration between CDFls and administrators will
go well beyond the 10 years. Implementation of this program is a marathon, not a sprint.

We believe there is a willingness to work together to find solutions. And we are excited about the next
steps, as we continue to work to quantify and assess the potential impact of these changes for
individual jurisdictions and to support CDFls and jurisdictions as they consider the following
recommendations.
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Solutions for Loans up to $100,000:
Loan Participation Program Optimal Design

General Description

Loan participation programs offer lenders access to capital in exchange for future earnings of a portion
of a loan. Benefits to lenders generally stem from some combination of limiting credit risk, increasing
available liquidity, and potentially increasing margins. Which benefit is most dominant depends mainly
on how the program is designed and implemented. Currently, great variation exists in the design of
loan participation programs. In some cases, the programs are combined with an application portal that
is unique to the program and to a specific loan product that lenders must originate in order to
participate. In other cases, lenders make a loan-by-loan decision on whether to seek participation in
their nonstandardized loans. When losses occur, in some instances, participations are pari passu; in
others, they are subordinate. Revenue shares may favor the participant, favor the lender, or be pro
rata. A significant amount of capital has been allocated to loan participation programs with over $2.3
billion across the various jurisdictions. Most programs are run by jurisdictions, but some are also run by
third parties.

Benefits for Loans Under $100,000 via CDFls

This product, more so than any of the others, has the potential to be marginally valuable or costly for
CDFls depending on the structure. Under most current programs, the primary benefit to lenders
making loans of less than $100,000 has come from support for customer acquisition, when the
program is tied to a central application portal and marketing for the program is subsidized or
supported by the jurisdiction or another third-party entity. Customer acquisition is a key cost driver for
most small business CDFls, so loan participation programs that direct customers to lenders drive
volume. Secondary benefits are primarily around loan loss protection as the program’s portion of the
loan (30% to 85%) is purchased as a nonrecourse sale. Other benefits vary significantly based on how
the program deals with servicing revenue, but approaches have provided significant liquidity and, in
some cases, marginal revenue increases to CDFlIs (although the loans remain unprofitable for the
CDFI). All these benefits can help drive new loans under $100,000.
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Challenges in Current Programs for Loans Under $100,000 via CDFls

All participation programs carry a significant administrative burden for the jurisdiction and the CDFl as
numerous transactions occur from application to the initial purchase to the sharing of pro-rata portions
of payments with the participant. All other things equal, this complexity alone makes the programs
challenging for lenders to participate across jurisdictions; thus, as with CAP, participation programs
are most valuable in markets where a lender expects loan volume to be significant.

Understanding the financial and mission implications of participation programs can be a significant
challenge for CDFls. From a return on investment perspective, many current participation programs
make limited or no financial sense for CDFls originating loans of less than $100,000. CDFls primarily
gain revenue from participating through an origination fee, interest earnings on the small portion of
the loan they retain, and potentially a monthly servicing fee. The CDFI, especially if making loans under
$100,000, often does not make enough revenue from the program to cover its expenses to
underwrite, service, report, and manage compliance on the loans. The participation programs we have
reviewed, in the best case, have a marginal positive impact on the economics of these smaller loans -
and in some cases exacerbate a CDFI's financial challenges in making these loans. Participation
programs do provide helpful liquidity, although the 15% to 30% of the loan typically retained on the
books of the CDFI can still strain its balance sheet leverage ratio if the CDFl does substantial volume
under the program.

Notably, participation programs with centralized client acquisition channels that successfully create
many leads and originations for CDFls (and thus reduce their cost of customer acquisition) can
eventually create other financial challenges related to balance sheet leverage and servicing costs.
Some CDFls that have participated in programs have needed to increase their fundraising (in some
cases, doubling their fundraising needs) to cover their increased operating expenses and to increase
net assets to avoid breaking leverage covenants on their debt. This can happen, for example, if a CDFI
takes on significant servicing obligations over the long term without sufficient future revenue to cover
expenses. If a participation results in even marginally higher delinquency levels for the CDFI, the
burden of portfolio management can quickly cause ever greater expense burdens. And if CDFls are
not able to add capacity (and costs) to manage delinquencies, the result can be loan losses for the
program administrator. In such instances, a participation program may support rapid disbursement of
loans, but a CDFI may later need to curtail its involvement.

Finally, in some cases, loan participation programs have used third parties that expect to use the
jurisdiction’s SSBCI funds to facilitate a credit enhancement in securitizing the loans purchased in the
program. Given the economics of loans under $100,000 this in effect means that the jurisdiction’s
funds will likely be used to subsidize private capital investors and that dependent on loan losses and
other costs, a portion of the funds could well be transferred to outside investors.

The following proposed approach to a loan participation program would both better support the
financial needs of CDFls that originate loans of less than $100,000 and ensure that SSBCI funds are
retained and continue to be utilized in the jurisdiction (ideally in programs that continue to support
CDFl lending in amounts of less than $100,000). In the proposed process map at the end of this
section, green text indicates new steps that improve the program design.



Maximizing the Impact of SSBCI on Small-Dollar Small Business Loans: Program Design Recommendations

Changes to Current Programs to Accelerate Loans Under $100,000 via CDFls

Specific Actionable, Near Term

Unique,

Ensure systems and processes for bulk enrollment of the loans by the administrator.
Push the initial SSBCI compliance check to CDFls.

Allow loans originated for the purpose of the SSBCI program to be enrolled within a
reasonable time frame after closing provided that all requirements are met at the time of
closing and that the lender is operating under an agreement with the administrator. Lenders
must accept bearing the risk of a loan being rejected.

Create modification and collections processes that defer more authority to the CDFI.

Eliminate minimum loan sizes for participation. Allow lenders to determine which loans sizes
are worth enrolling and which are not.

Where possible, align program guidelines and legal agreements with neighboring
jurisdictions.

Review the financial case for CDFls to ensure the program covers costs to participate and
adjust revenue share as needed.

Create increased customer acquisition benefit with advertising and support.

Allow the lender to further sell or participate in loan balances except for 5% to15%, which must
be retained.

Consider third parties capable of handling monthly payment reconciliation in an efficient
manner for CDFls.

New Design Adjustments

Use advanced credit risk scoring mechanisms to provide lenders with a quick window into
enrollment eligibility.

Consider unique program structures (similar to Montana) to incorporate and enhance long-
term financial benefits to the CDFI.
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Current Process

Lender submits underwriting package
to Administrator for approval. Lender
decisions are conditioned on approval.

Administrator performs compliance
check, ensures loan meets SSBCI
guidelines and credit risk targets.

Jurisdiction notifies lender of
approvals.

Lender closes loan, collects
certifications, and invoices
Administrator for share of loan.

Lender services the loan, collects
payments, and remits required amount
to Administrator each month.

Lender seeks permission from
Administrator to modify or charge-
off loan(s).
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Proposed Process

Lenders run the loan through a credit
risk scoring system to determine what
participation is available for that loan.

If participation possible, lender
does initial SSBCI compliance.

API or similar tool, with simplified
underwriting file, used to ease a
high volume of requests.

Credit scoring system used to
determine if acceptable credit risk.

If less than $100,000, and originated for
this program, can be enrolled after
closing. Rejection risk born by lender.

No change.

Administrators may utilize 3rd party
software providers to simplify this
process for all parties.

Lender given authority to make 2
modifications, replace collateral,
and charge-off loan.
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Our view: What is the probability that this type of program with adjustments can significantly expand
CDFlI lending under $100,000?

Loan participation programs are some of the most visible SSBCI-funded programs but are also the
most complicated. Many CDFls that originate loans of less than $100,000 remain wary of participation
unless the economics of participating are clear, which has not been the case in many program designs.
Participation programs have been able to drive significant lending when complemented by a clear
marketing campaign by the jurisdiction or other third parties.

Given the administrative burden of loan participation programs, jurisdictions should consider the long-
term benefit of ongoing loan management operations. They should also consider the long-term
trajectory their SSBCI funds will support. Short-term strategies that by their nature consume subsidy
should be considered carefully. Jurisdictions should look for ways to use SSBCl resources to help build
the balance sheets of CDFlIs working in the state, using long-term geographically restricted funds
where possible. The carrot of long-term balance sheet strength through participation would certainly
induce more lending and would connect program participation to a CDFI's long-term sustainability
plan. Structures for this approach include stripping out the interest payments on loans to send more
revenue to CDFls and allowing the CDFI to retain a portion of the jurisdiction’s share of the loan.

12
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