Wiley Finance Series

3anker’s*Gilide
to New Small
Business Finance

Venture Deals, Crowdfunding,
Private Equity, and Technology

+ website




Contents

Figures and Tables
Preface
Acknowledgments
About the Author
Part One: Survey of Funding Small Business
Chapter 1: How Small Businesses Are Funded
Defining Small Business
ABCs of Small Business Funding
Usual Suspects Providing_Business Capital
The Rise of Alternative Financing
Chapter 2: Elusive Nature of Bank Funding
Risk Appetite Is an Oxymoron
Source of Bank Funding Limits Its Use
Small Business Credit Is Difficult to Scale
Loan and Bank Size Are Inversely Related
Chapter 3: Capital Market Disruptions, Post-2008
Didn’t Anyone See Bubble Coming?
This Time Was Different
Where Did Main Street Funding_Go?
SBA—Main Street’s Federal Bailout?

Loan (and What Was the Answer)?
Post-Crisis Reflections on Financial Regulation
Part Two: A Perfect Storm Rising

Chapter 4: A Paradigm Shift Created by Amazon,
Google, and Facebook




Amazon Creates Digital Trust
Who Answered All Those Questions Before?
Your Opinion Is (In)valuable

How Do These Changes Affect Small Business
Lending?

Chapter 5: Private Equity In Search of ROI

The Fed’s L.ow Interest Policy and the Effects on
the Private Investor

Wall Street Isn’t Main Street
First Buy In, Then Invest Up
A Cautionary Note about a 72 Percent APR

Chapter 6: First Change the Marketplace, Then
Change the Market

0Old Thinking/Technology Can Stifle Credit
Morality and Money

The Unintended Consequences of Old Law
Capital Markets Go Digital

Pattern Recognition—Data Is the Game Changer

Different Processes and Different Views
Crowdfunding versus the Crowd That Got Funding
The Rise in Alternative Paths to Source Funding
Billions Went Missing_and No One Noticed?

Part Three: Digital Dynamics in Small Business Funding

Chapter 7: Funders and L.enders—Online Capital
Providers

Innovative Funding Marketplace
Online Funders: Purchasing Future Receipts
Online Lenders: Money from the Cloud




Chapter 8: Crowdfunding_with Donors, Innovators,
Loaners, and Shareholders

Donors—Funding_Arts, Solving Problems, and
Floating Local Businesses with No Strings
Attached

Innovators—Buy It, I'll Build It
Loaners—Brother Can You Refinance My Visa?
Shareholders—Online Market for Equity
Crowded Elevator?

Chapter 9: Other Innovative Funding Sources on the
Rise

Factoring_in the Digital Age

Working_Capital Management as a Financing
Strategy

Investing Retirement Funds in Self, Inc.

No Store, No Hours, No Bank, No Problem—
Virtual Lenders for Virtual Merchants

Taking_as Much Time as Needed to Repay

Chapter 10: Capital Guides—Online Resources to
Find, Coach, and Assist Borrowers and L.enders

Loan Brokers

Other Online Resources

Chapter 11: What Innovation Means for Bank
Lending

Competition Erodes Banks’ Share of Small
Business L.oans (Again)

What Banks Can Fund (but Won’t) versus What
Banks Cannot Fund (but Will)

The Best Defense Is Still a Good Offense

Banks Still Have the Most Customers and
Cheapest Bucks in Town




What’s Next? Character Redux, Rise of Alternative
Payments, and?

About the Companion Website
Index
End User License Agreement

List of lllustrations

FIGURE 1.1 Quality of Financial Information versus
Loan Size

FIGURE 1.2 Common [.oan Application Requirements
FIGURE 1.3 Sources of Small Business Financing

FIGURE 1.4 Small Business Financing Applications
versus Approvals

FIGURE 2.1 Bank Funding/L.oan Approval Cycle

FIGURE 8.1 Reasons Borrowers Seek Peer-to-Peer L.oans
(as_of November, 2013)

FIGURE 8.2 I.oan Migration over Nine Months (as of

List of Tables

TABLE 1.1 Small Business Size Standards
TABLE 3.1 The Costs of 90 Days of Financial Chaos
TABLE 7.1 Typical Merchant Cash Advance Scenario

TABLE 8.1 Average Borrower at L.ending_Club (as of
November, 2013)



The Wiley Finance series contains books written
specifically for finance and investment professionals as well
as sophisticated individual investors and their financial
advisors. Book topics range from portfolio management to
e-commerce, risk management, financial engineering,
valuation and financial instrument analysis, as well as much
more. For a list of available titles, visit our Web site at
www.WileyFinance.com.

Founded in 1807, John Wiley & Sons is the oldest
independent publishing company in the United States. With
offices in North America, Europe, Australia and Asia, Wiley
is globally committed to developing and marketing print
and electronic products and services for our customers’
professional and personal knowledge and understanding.



http://www.wileyfinance.com/

Banker’s Guide to New
Small Business Finance

Venture Deals, Crowdfunding, Private
Equity, and Technology

CHARLES H. GREEN

WILEY



Cover image: © iStock.com/hidesy

Cover design: Wiley

Copyright © 2014 by Charles H. Green. All rights reserved.
Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or
transmitted in any form or by any means, electronic, mechanical, photocopying,
recording, scanning, or otherwise, except as permitted under Section 107 or
108 of the 1976 United States Copyright Act, without either the prior written
permission of the Publisher, or authorization through payment of the
appropriate per-copy fee to the Copyright Clearance Center, Inc., 222
Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or
on the Web at www.copyright.com. Requests to the Publisher for permission
should be addressed to the Permissions Department, John Wiley & Sons, Inc.,
111 River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or
online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have
used their best efforts in preparing this book, they make no representations or
warranties with respect to the accuracy or completeness of the contents of this
book and specifically disclaim any implied warranties of merchantability or
fitness for a particular purpose. No warranty may be created or extended by
sales representatives or written sales materials. The advice and strategies
contained herein may not be suitable for your situation. You should consult with
a professional where appropriate. Neither the publisher nor author shall be
liable for any loss of profit or any other commercial damages, including but not
limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical
support, please contact our Customer Care Department within the United
States at (800) 762-2974, outside the United States at (317) 572-3993 or fax
(317) 572-4002.

Wiley publishes in a variety of print and electronic formats and by print-on-
demand. Some material included with standard print versions of this book may
not be included in e-books or in print-on-demand. If this book refers to media
such as a CD or DVD that is not included in the version you purchased, you may
download this material at http://booksupport.wiley.com. For more information
about Wiley products, visit www.wiley.com.

Library of Congress Cataloging-in-Publication Data:
ISBN 978-1-118-83787-0 (Hardcover)

ISBN 978-1-118-94086-0 (ePDF)

ISBN 978-1-118-94085-3 (ePub)


http://istock.com/hidesy
http://www.copyright.com/
http://www.wiley.com/go/permissions
http://booksupport.wiley.com/
http://www.wiley.com/

This book is dedicated to the tireless women and men who
perform the detailed tasks required to deliver financing to
small businesses. To all those lenders and brokers who
engage in countless conversations, answer thousands of
questions, and drive hundreds of miles, and whose work
takes them to diverse places like dry cleaners, convenience
stores, doughnut shops, mills, loading docks, funeral
homes, dentist offices, manufacturing plants, highway
motels, and every other door on Main Street.



An innovation that is disruptive allows a whole new
population of consumers at the bottom of a market
access to a product or service that was historically only

accessible to consumers with a lot of money or a lot of
skill.

—Dr. Clayton Christensen
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Preface

My introduction to the real world of banking, beyond lofty
finance courses taken in college, was found on my first
bank office desk in a stack of pages filled with columns of
blank grids, matched with an adjacent column of
accounting terms on the left side of the pages. These
papers were spreadsheets, designed to be populated with
numbers found in the hundreds of business financial
statements collected by the bank from clients as obligated
through their loan agreement covenants.

Behind these sheets were musty stacks of file folders of
varying age, size, and degree of disorganization, which
contained evidence used by the bank previously to decide
whether to make each loan. Many of them actually had
multiple financial statements inside while many were
missing any such information.

My new purpose in life became to open and read every one
of these financial statements and transcribe them by hand
and pencil, writing every number from every financial
account listed into the corresponding grid in every client
file’s respective spreadsheet. My hand began to ache just
thinking about the task ahead. Should I have majored in
economics?

These spreadsheets were organized to detail up to four
years’ balance sheets on the front side and four years’
income statements on the back side, with succeeding years
listed from left to right. At the bottom of the back side was
space for calculating some financial ratios to measure
working capital, liquidity, and leverage. Still more
impressive was the fifth column on both sides of the page,
which was reserved to include the latest year’s industry



average for each financial account, copiously transcribed
from the fine print found in the Robert Morris Associates
(now known as the Risk Management Association)
Financial Statement Studies (cost = $29.95 in 1979—low
whistle).

My boss thought his small-town bank was finally hitting the
big leagues, just like the money center banks—financial
analysis. How sophisticated! But others grumbled that a
college kid with no lending or business experience had
been hired to second guess or opine about credit decisions
already made. They were right, of course, as I discovered in
my first loan review discussion with one of the bank’s most
senior lenders, its chairman, who patiently illuminated how
much I had to learn.

And so began my exposure to “the numbers,” which today
remains the central element of client information required
to determine the risk and desirability of a funding
transaction. But other than using a digital workbook like
Microsoft Excel or other spreadsheet software, little has
changed from those early years of my career when even
small banks started aggregating more information and
exercising more thorough analysis to underwrite credit to
businesses.

For many years, technology enabled the commercial
banking industry to originate, aggregate, manage, move,
and account for cash and non-cash item deposits with
dizzying efficiency that dramatically lowered costs,
increased productivity, improved security, and saved
millions of trees. While in college during the 1970s, a part-
time job in the school bursar’s office exposed me to check
cancellation machines that could imprint “for deposit only
on thousands of student payment checks in a matter of
minutes and capture the front and back images of these
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checks to be reproduced later on microfiche for future
reference.

But strangely, applying any technology to its core business
—lending—has been painstakingly slow for bankers. Other
than being able to order credit reports online and access a
few financial analysis platforms that still require
substantial manual entry, business lending has been the
last frontier for banking technology improvement.

Even now, a small business owner approaching a typical
bank for a loan will most likely be asked to provide a
handwritten application form, personal financial statement,
and printed copies of a long list of information. And all
these pages are then handled by two or more people who
read, analyze, transcribe, copy, file, and retrieve them. As a
result, banks frequently waste valuable time and
information due to misfiling and losing paper.

Losing information is a byproduct of the overwhelming
growth of requirements for more information used to
screen potential loans. And since this information is on
paper, it aggravates the already problematic system.

Missing at most banks are some of the simplest shortcuts
that could manage this arduous process more efficiently,
like online portals to gather and interpret much of the
required information, digital financial statement forms that
could be edited annually, and a centralized digital filing
system to store all loan application data in the same way
banks have stored checks for decades.

While recovering from the financial crisis that shook the
industry in 2008, most banks have hunkered down to repair
wounded capital, dealt with large problem loan portfolios,
and tried to return to business as usual—that is, business
as it was in 2006. The problem is that it’s 2014. Part of that



focus on recovery also meant deferred consideration of
investment in technology assets and system upgrades.

As technology raced forward (recall that Apple’s iPad was
introduced after the financial crisis) and investors were
scouring the Earth for new financial opportunities in the
post-CDO period, a funny thing happened: Private equity
discovered small business lending. Long the exclusive forte
of commercial banks, a new crack appeared in the wall that
defined turf of who would finance what.

That crack was widened by banks’ reluctance or inability to
take on seemingly moderate risks in small business lending
since the crisis. Concurrently, the development of funding
sources for small companies that could be obtained
through fancy technology platforms have made bank
applications look like what they are—a thing of the past.

Ironically, the limited number of small companies that have
remained very healthy and attractive for bank funding
since 2008 have actually fed a feeding frenzy among banks
starving for earning assets. Many bankers shared stories
with me of intensive negotiations for loans priced at
painfully low rates that sometimes even had to include
negative loan fees (think of it as a closing cost rebate) just
to win the business. The recipient companies must have
enjoyed being in funding heaven for a brief while.

Meanwhile, thousands of businesses that had been
perfectly fundable for years had to turn to other non-bank
lenders and were glad to pay interest rates and fees
amounting to annual percentage rates (APR) in the 30 to 70
percent range just to get the growth capital needed. And
most interesting is the fact that loan losses for most of
these funders have not been much higher than those of the
commercial banks, but the revenue sure was.



Literally hundreds of funding companies emerged over the
past 10 years that are providing business capital in some
very innovative ways. Collectively they have reexamined
virtually every convention of traditional bank business
lending, such as to whom to lend, how to underwrite risk,
how to price risk, how to document credit/funding
agreements, how to collect payments, and even where to
fund the deal.

And, as with many other new technologies that have
emerged in recent years, this sector has its own
accompanying support industry of businesses that have
popped up to originate and support the prospective
borrowers who want to get funding, wherever the source.

Who are these lenders and from where did they come?
Some have simply evolved from more seasoned ideas, like
merchant cash advance companies, which started in the
1990s and have been much more willing to adapt better
technology as it became available.

Some of these lenders are truly cutting edge technologies
that have developed proprietary platforms, new
underwriting theories, and interesting strategies to manage
credit risks. They are funded by a combination of private
equity, loan sales, and in a more limited way, through some
bank funding as they begin to scale their early success.

Some of the companies in this space are adapting to
evolving ideas, like crowdsourcing, and tapping into
smaller investors. The investors under this umbrella have
varying motivations (from empathy to fascination) and
varying risk appetites (from measured to what-me-worry).
The channel growing around the notion of crowdfunding is
providing capital to new and old businesses, startups, and
some good causes with a profit motive. As the name
implies, funding is sourced virtually anonymously through
the “crowd.”



What do we call lenders that are described in this
category? Many insiders, observers, and pundits have been
using the tired label of “alternative lenders” to describe
this growing list of funders and lenders that are
differentiated from each other mainly by the distinctive
lending models, client targets, or funding sourcing.

I reject that title because it’s been used for two or three
decades to describe two much narrower financing
categories outside commercial banking known as asset-
based lending (ABL) and its financial cousin, factoring. To
me this new sector is definitely distinct from that world,
which has shown little appetite for technology, product
improvement, or expansion of a rather defined market.
That worn category name, alternative, also excludes the
support companies that are emerging, which can be an
important source of growth for this new category and
conventional lending companies as well.

Maybe it’s presumptuous of me, but I propose to christen
this business funding category as the innovative funding
sector.

And what has been the banking industry’s response to this
surging new financial frontier, now labeled “innovative
funding”? I would like to describe the reaction as disbelief,
disapproval, or dismissal, but curiously, it is
overwhelmingly undiscovered. Nobody seems to even know
that it’s there.

Having been involved in training hundreds of business
lenders over the past three years, I asked many
participants what they know about technology-driven
lenders. I threw out a few company names, like the oldest
innovative participant (since 2004!), most publicized
company, or largest volume lender. I find there are few who
have even heard of these companies or the emerging sector
that has racked up about $100 billion of business funding.



Granted, most of that $100 billion would not have been
funded by commercial banks anyway and in toto, the sum is
not exactly a threat to the $3 trillion of outstanding
commercial real estate (CRE) and commercial and
industrial (C&lI) loans presently held on bank balance
sheets around the United States. But it’s growing at a rapid
pace no one seems to be tracking.

This book is an exercise in my interest and curiosity in this
emerging sector and an attempt to chronicle its brief
history as a means to understand its likely trajectory.
Drawing from my career as a business banker, Chapter 1 of
the book lays down a baseline on how the traditional
banking industry has funded small business owners for
decades (at least since I entered the business).

Then the challenges to prudently invest in small business
loans is examined in Chapter 2, to illuminate how the
obstacles banks face give rise to opportunities that are
currently being exploited by this rising innovative funding
group. Maybe the biggest obstacle is simply the restrictions
imposed on all those cheap funding deposits they have to
invest that are insured by the FDIC.

Chapter 3 offers my perspective of changes that occurred
in the post-2008 capital markets and how we arrived to
that point today. Despite concerted efforts of policy makers
and the markets, small Main Street businesses are forced
to seek funding alternatives due to the lack of viable
options in the once-reliable banking sector. And the timing
couldn’t have been better for the many innovative funders
that are described later in the book.

For background, Chapter 4 offers a layman’s interpretation
of what’s happened in the digital marketplace that may
shrink the playing field for many banking lenders who seem
unaware of a marketing revolution that is threatening their
market share. Chapter 5 describes how this perfect storm



occurred as private investors began getting squeezed by
low interest rates, a terrorized equities market, and the
increasing competition in the angel investor marketplace.

In Chapter 6, the environmental changes described earlier
are discussed in light of the concurrent emergence of
unprecedented data collection, packaging, and distribution.
This convergence spawned a flurry of new ideas that began
flowing into the marketplace, introducing different ways to
distribute capital to individuals and small business owners.

Chapter 7 discusses the new sector of funders and lenders
that have begun to provide capital to different niches in the
scramble to scale. Donors, innovators, lending peers, and
investors are covered in Chapter 8 with the continuing
development of crowdfunding, an old idea that has
exploded across the globe.

Chapter 9 explores other innovative lenders whose
technology may be conventional, but have introduced new
ways to deliver funding to specific enterprises and whose
growth will impact the increasing migration of capital
assets away from commercial banks.

The rising group of service providers that connects funding
to borrowers is examined in Chapter 10 with an analysis of
what they do (and don’t do).

Chapter 11 tries to make sense of all these changes and
developments in the banking industry through the lens of a
seasoned banker who has toured the other side. The
challenges are real and threatening for some, but will offer
many banks opportunities to grow market share,
profitability, and other benefits outside lending.

Throughout the book the terms funder and funding are
often used to describe the party that provides small
business capital to business owners and the transaction
through which it is delivered. Those generic terms are



easier to default to rather than constantly having to clarify
the differences between gifts, loans, non-loan funding, and
equity investment.

Some may ask what the difference is between a non-loan
funding and an equity investment. Non-loan funding is an
acknowledgment that many companies, particularly the
merchant cash advance sector, provide business funding
that legally is structured or defined as an advance or
purchase of an account receivable, income stream, or other
asset. These companies are generally not registered with
any state banking or finance regulatory agency or
recognized anywhere as a lender and accordingly by law
are not able to legally advance loans.

So now read it. This moment is an opportunity for banks
large and small to understand this emerging market, take
initiative to engage both technology and clients to protect
and expand market share, and exploit natural advantages
in this brave new world of innovative funding.



Acknowledgments

A lot of collaboration is needed to develop any book project,
but even after six earlier titles, this one was most
challenging in that it combined the principal business of my
career (banking) with the technology cloud we’ve all been
forced to acknowledge.

I wish to thank many different people who contributed
minutes or hours to provide crucial links that helped me
put this book together, including: Rodney Schansman and
Lara Stegman (FTrans.com), Joseph Barisonzi
(Communityl.eader.com), Brock Blake and Ty Kiisel
(Lendio.com), Bob Coleman (Coleman Report), Robert
Gloer (IOUCentral.com), Sara Watkins and Natalie Waggett
(nCINO), Scott Sanford (LendingClub.com), and Rebekah
Nicodemus (Atomic PR).

Special thanks go to Alicia Butler-Pierre (Equilibria, Inc.),
who created the illustrations to help communicate this
information more vividly.

And importantly, recognition to my partner at home, Angela
Edmond, whose counsel and encouragement were
instrumental, from early discussions about the concept all
the way to getting this undertaking completed.

Lastly, I want to offer a special tribute to my dad, Joseph
Henry Green (1919-2005), who taught me how to count
money and the value of entrepreneurship.


http://ftrans.com/
http://communityleader.com/
http://lendio.com/
http://ioucentral.com/
http://lendingclub.com/

About the Author

Charles H. Green is a seasoned finance professional with
over 30 years experience as a commercial banker, mostly
funding the small business sector. He founded and served
as president/CEO of Sunrise Bank of Atlanta. Charles
presently advises a broad list of financial service
companies.

He has written extensively about business financing
through articles and books including Get Financing Now
(McGraw-Hill, 2012) and the bestselling The SBA Loan
Book, 3rd Edition (Adams Media, 2011). He earned a BS in
finance from the University of Alabama (1979) and a
diploma at the Stonier National Graduate School of
Banking (2009).

Charles teaches business lending through a number of
channels including the Stonier National Graduate School of
Banking, ABA’'s Graduate School of Commercial Lending,
the Graduate School of Banking at University of Wisconsin,
and Coleman SBA Webinars.

IMlustrator

Alicia Butler Pierre is CEO of Equilibria, Inc., an operations
management firm specializing in creating processes and
systems that help companies reduce waste and minimize
operational defects. She earned a BS in Chemical
Engineering with minors in technical sales and chemistry
from Louisiana State University (1999), and an MBA with
concentrations in marketing and management from Tulane
University (2004).



Part One
Survey of Funding Small Business



Chapter 1
How Small Businesses Are Funded

“Small” business is the category still used to classify more
than 99 percent of the 27 million business entities in the
United States (although 75 percent of them have zero
employees). Representing approximately 40 percent of all
commercial sales, 50 percent of the U.S. gross domestic
product, and over 55 percent of the nongovernment work
force, small business is really big business.

This sector is credited for having created two out of every
three new jobs in the United States for the past two
decades, yet obtaining capital financing continues to be a
challenge for most small business owners and
entrepreneurs. And opposing logic, capital funding gets
more challenging as the loan size decreases, rather than
increases, at least as far as commercial banks are
concerned.

DEFINING SMALL BUSINESS

Part of the ongoing confusion around small business
financing is that there is no clear, absolute definition of the
question, what is a small business? The federal government
delegated the task of defining small business to the U.S.
Small Business Administration (SBA) and they have
stratified the response to make it necessary for anyone
seeking an answer to that question to flip through a 46-
page list of industrial codes to determine the agreed upon
answer.

SBA defines small only according to the agency’s
determination of business size relativity. And even that size



relativity gets subdivided into different determinants used
according to their classification. Each distinct business
category defined by the North American Industry
Classification System (NAICS) is assigned a limitation by
SBA, usually expressed as either the maximum annual
revenues or the maximum number of employees, to
determine whether they are officially deemed a small
business.

As defined by the SBA’'s Table of Small Business Size
Standards, small to some companies can be defined as
maximum annual revenues of $750,000 (dry pea and bean
farming) while for other companies that limit can be as
much as $35.5 million (marine cargo handling). But other
companies are adjudged small by a maximum of 100
employees (tire & tube merchant wholesalers) while some
others can employ as many as 1,500 (aircraft
manufacturing) and still be considered small.

All distinctions in this table are not as gaping, as is
illustrated by Table 1.1, which highlights the range of
income difference in one single category (Subsector 541—
Professional, Scientific and Technical Services). In this
group of industrial sectors, maximum allowable income to
be defined as small ranges from $7 million to $35.5 million.
And for some reason, in the middle of this list is one
business defined small as having no more than 150
employees.



TABLE 1.1 Small Business Size Standards

Source: “Table of Small Business Size Standards,” U.S. Small Business
Administration, 21.
www.sba.gov/sites/default/files/files/Size_Standards Table.pdf.

NAICS NAICS Industry Size Size
Codes Description Standards Standards
in in

Millions Number
of Dollars of
Employees

Subsector 541 —Professional, Scientific, and Technical
Services

541110 Offices of Lawyers $10.0

541191 Title Abstract and $10.0
Settlement Offices

541199 All Other Legal Services $10.0
541211 Offices of Certified Public $19.0

Accountants
541213 Tax Preparation Services $19.0
541214 Payroll Services $19.0
541219 Other Accounting $19.0
Services

541310 Architectural Services $7.0

541320 Landscape Architectural $7.0
Services

541330 Engineering Services $14.0

Except, Military and Aerospace $35.5
Equipment and Military
Weapons

Except, Contracts and $35.5
Subcontracts for
Engineering Services
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Awarded under the
National Energy Policy
Act 1992

Except, Marine Engineering and
Naval Architecture

541340 Drafting Services

541350 Building Inspection
Services

541360 Geophysical Surveying
and Mapping Services

541370 Surveying and Mapping
(except Geophysical)
Services

541380 Testing Laboratories
541410 Interior Design Services

541420 Industrial Design Services

541430 Graphic Design Services

541490 Other Specialized Design

Services

541511 Custom Computer
Programming Services

541512 Computer Systems Design

Services

541513 Computer Facilities
Management Services

541519 Other Computer Related
Services

Except, Information Technology
Value Added Resellers

541611 Administrative

Management and General

$35.5

$7.0
$7.0

$14.0
$14.0
$14.0
$7.0
$7.0

$7.0
$7.0

$25.5

$25.5

$25.5

$25.5

$14.0

150



Management Consulting
Services

541612 Human Resources $14.0
Consulting Services

541613 Marketing Consulting $14.0
Services

And still other sectors are determined to be small by
metrics such as annual megawatt hours (power generation)
or assets (credit intermediation).

There are about a thousand categories broken down among
19 sectors and 90 sub-sectors in the table, which inevitably
offer capital providers one more barrier to navigate on the
road to deploying resources. But since there is much non-
lending public policy riding on the outcome of this
definition, the SBA has an impressive Size Standards
Methodology! that is used to guide these determinations;
this is published and available on their website, and makes
any category subject to review at almost any time for a
variety of reasons.

Not lost on many persons trying to distribute capital is the
additional confusion created by simply getting a business
adequately categorized. The starting point, at least for
existing companies, might be to check the federal tax
return of the subject company to see what they have
defined themselves to be in the eyes of the IRS, which
requests business filers to add the “business activity code”
in forms 1120 and 1120S, and a listing of these same
NAICS codes is found in the respective instructions for
both forms.2

But that category, which is usually declared by either the
business owner or the tax preparer, is sometimes wrong.
Many business owners simply don’t want to be bogged
down reading a long list of business categories and will



choose the first reasonable sounding category they find.
Many high-volume discount tax preparers simply speculate,
based on a one-time engagement or limited history with the
client and take a guess at what the business as named
really does.

The confusion that surrounds the definition of what a small
business is comes amid the massive communication
streams in our digital society and the role public policy and
advertising play in encouraging economic growth,
regulating the financial sector, and trying to find a source
of capital.

Megabanks are notorious for massive marketing campaigns
targeting small business clients, who they seek for a myriad
of banking services like checking accounts, merchant
processing, and payroll services, as well as credit products.
But no one ever clears these campaigns with the credit
underwriters ahead of time and they often lead to a surge
in loan applications that wind up declined.

Likewise, when politicians offer grandiose legislation
intended to encourage stronger business growth or more
capital funding, there is confusion around exactly who they
are targeting. For example, national debates in recent
years around income tax reductions have cited the need to
relieve the onerous tax burdens on “small business
owners.”

That phrase may conjure up visions of the neighborhood
café or convenience store owner and hence gain valuable
popular support for the proposal. But that politician may
actually be working at the behest of a hedge fund operator
earning $50 million annually. Since that manager is
organized as an S-corporation or LLC (limited liability
company), he or she has every right to claim title as a small
business owner, but obviously it’s a mask used to hide the



fact that a very wealthy person is pressing for a tax
reduction.

Many larger banking companies, under pressure from
politicians, regulators, and business advocates to increase
lending, can easily mask how well they are stretching the
limits to offer more funding to the small business sector
simply by exploiting differences in what the Federal
Deposit Insurance Corporation (FDIC) quarterly call report
considers a small business loan (loans under $1 million)
and how it’s defined by the SBA. Technical default seems to
be fair game in today’s public relations communications.

In any case, those most often impacted by all the labels and
confusion are the small businesses themselves. Often the
average small business owner is woefully unprepared for
the financial management of his or her company, much less
acquainted with how or where to source third party
funding.

For a staggering percentage of business owners who
cannot read a financial statement or tax return beyond
numbers disclosing their cash balances and taxes owed,
targeting the appropriate funding source based on the
business use is often beyond their recognition skills. Hence,
when they see or hear “business financing,” they flock to
anyone.

And therein lies the most fundamental dilemma for
borrowers and lenders: the lack of cognitive financial
literacy on the part of business owners wanting to access
third party financing. A very large percentage of the small
business sector drives what might be surprisingly large
companies on only their reading of a bank account
statement. Many mistakenly think that “if there’s money in
the bank at the end of the year, they must be profitable.”



