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Big banks, not small businesses, 
benefi t the most from SBA loans 
programs

By Veronique de rugy
I

n 1953, Congress created the SBA to fi x a specifi c prob-
lem: Lenders allegedly passed over large numbers of 
small businesses that, if given loans, would generate 
untapped economic growth. Assuming that this was a 

problem in 1953, the problem no longer exists.1 Moreover, the 
SBA loan program is not currently doing much to generate a 
good economic return or help small businesses.2 

Yet, in FY2008, the Small Business Administration (SBA) will 
guarantee $28 billion in loans. That’s because the SBA serves 
two powerful constituencies: lawmakers who have success-
fully sold the SBA as a program to help the so popular small 
businesses and the banking industry, which profi ts by issuing 
and selling the low-risk, government-guaranteed small-busi-
ness loans.

How Do sBa Loan Programs work?

The SBA’s 7(a) loan program, its largest lending program, 
is intended to serve small business borrowers who cannot 
otherwise obtain fi nancing from the private sector.3 The SBA 
does not provide loans directly. Instead, after proving that 
it couldn’t get a loan under suitable terms and conditions, a 
small business applies to an SBA-certifi ed bank.4 The bank 
then performs a complete analysis of the application. The SBA 
then reviews the application to decide whether the business 
should receive a loan. 

In order to induce banks to lend money to credit-risky small 
businesses, the SBA guarantees the loan. If the borrower 
defaults, the SBA reimburses the lender up to 85% of the loss 
that the lender would otherwise sustain. With such a guar-
anty, lenders are often willing to accept a greater credit risk 
and grant more favorable terms than they might otherwise.5 

To offset the costs of the SBA’s loan programs to the taxpayer, 
the SBA charges lenders a guaranty fee and a servicing fee for 
each loan approved and disbursed. While these fees are higher 
than commercial loan fees, SBA loans have easier credit terms 
and longer repayment periods than most commercial loans.
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How Do Banks Benefit  
from sBa Loan Programs?

First, when a small business defaults on its obligation to 
repay an SBA loan, the bank does not bear most of the cost, 
the taxpayers do. Thus, even though SBA borrowers are risk-
ier than others, the downside risk to the bank is at most 25 
 percent of what it would be were the loan not guaranteed 
by the government. In some cases, the loan guarantee even 
makes the risk for banks lower for SBA loans than for tradi-
tional loans.

Second, under normal circumstances, banks would not issue 
loans to the small businesses in the 7(a) program, because the 
high risk of default on the loans means that banks would not 
profit on the loans.6 But with the government guarantee of 
these loans, banks can “earn” normal returns on SBA loans. 
According to David Bartram—chairman of the National 
Association of Government Guaranteed Lenders (NAGGL), 

a national trade organization comprised primarily of lenders 
participating in the 7(a) guaranteed loan program, and presi-
dent of the SBA Division of US Bancorp, the nation’s sixth-
largest financial services company—“we can be as profitable 
in a 7(a) loan program as we are in our conventional lending 
if done correctly.”7

Third, through the SBA’s Secondary Market Program, lenders 
have another way to reduce their risk even further and also 
to increase their lending capability.8 Lenders pool the guar-
anteed portions of SBA loans and then sell to investors trust 
certificates that represent claims to the cash flows. In other 
words, the guaranteed portions of the loans are turned into 
tradable securities or “securitized.” 

Generally, securitization involves grouping assets—such as 
residential mortgages or car loans—into large pools that are 
sold as securities to investors. The originator of the security 
will often offer loss protection to enhance the credit rating of 
the security. Lenders benefit from the increased liquidity and 
asset diversity; borrowers may benefit from lower financing 
costs; and investors benefit from greater liquidity and lower 
risk than if they had invested in the loans directly.9

To encourage a secondary market, Congress passed a law in 
1984—the Small Business Secondary Market Improvement 
Act—that reduced regulatory barriers for the securitization 
of small business loans.10 Under this law, SBA provides a sec-
ondary guarantee of the trust certificates—guaranteeing time-
ly payments on the certificates if the borrowers’ payments 

are late. According to the Congressional Budget Office, 
through the Secondary Market Guarantee Program, 
SBA is taking on risk in addition to the initial guaran-
tee of payment of the principal and interest in the event 
that borrowers default and the agency purchases the 
loans.11 That additional guarantee makes the securities 
more valuable to investors, who are, as a result, willing 
to pay more for them. 

The data confirms that point. Small business loans 
are typically not good candidates for securitization. 
Because the loans’ terms vary so much, their underwrit-
ing tends not to be standardized, and their risk requires 
such a high degree of credit enhancement, securitiza-
tion becomes unprofitable. But SBA-guaranteed loans 
do not have these problems, and most of the small busi-
ness loans that have been securitized are SBA 7(a) guar-
anteed loans. From 1994 to 2001, over 40 percent of the 
guaranteed part of all 7(a) loans was securitized. By con-
trast, slightly less than 10 percent of the unguaranteed 
portion of 7(a) loans was securitized. The advantage of 
the SBA guaranteed loans is clear: between 1994 and 
2001, almost $22 billion of SBA guaranteed loans was 
securitized, while only about $4 billion of conventional 
small business loans was securitized.12

The SBA loan business  
“. . . is a higher-end business  
[to lenders] because it has got  
a Federal guarantee to it.”  
Sen. Tom Coburn

Percentage of 
loans issued by  
10 lenders: 51%

the rest by 2,257  
lenders: 49%

Source: Author’s own calculations using  
“SBA 7a Loan Approval Volume by Lender-
State-District Office for FY2006 as of 3-31-06.” 
http://sba.gov/banking/lenderloan.html
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And this is done at low cost to lenders since under 
current law. The SBA charges no fee for the 100 per-
cent secondary market guarantee. Only if the loan 
is sold for more than 110 percent of the outstanding 
principal balance is half of the excess paid to SBA.13

How ProfitaBLe are 7(a) Loans  
to Banks anD LenDing institUtions? 

The National Association of Government Guar-
anteed Lenders (NAGGL) website, a member-only 
site, states that “return on assets of SBA loans can 
easily exceed 5 percent, and return on equity can 
exceed 70 percent.”14 While return on assets is a 
poor measure of profitability, return on equity is not. 
Return on equity (RoE) reveals how much profit a company 
earned in comparison to the total amount of shareholder equi-
ty found on the balance sheet. A 70 percent RoE is remarkably 
high. As of January 8, 2007, the RoEs for the two biggest banks 
in America—Citigroup and Bank of America—were 18.36 per-
cent and 16.56 percent respectively (Table 1).15 Even the cred-
it card company American Express, which enjoys a higher 
return because it requires fewer assets than commercial bank 
to conduct its business, doesn’t show such incredible return 
on equity. In January 2007, its RoE was 34.2 percent.16 

In a Congressional hearing, NAGGL’s chairman confirmed 
these numbers and explained that “if you were to sell the 
SBA guarantee portion, now you have only 25 percent of 
direct exposure on your bank’s books […] so that is the rea-
son why there is a leveraging power there. That is the reason 
why the loan can be profitable.” He also noted that non-SBA 
loans weren’t as profitable. As explained during the hearing, 
because of the federal guarantee, SBA loan business is a high-
er-end business to lenders.17 

Who are the recipients of these sky-high returns? Reviewing a 
representative sample of 2,267 7(a) loan lenders, the FY2006 
data shows that the sample 7(a) lenders issued 97,290 loans,18 
for a total of $14.5 billion of which SBA guaranteed $10.2 bil-
lion or approximately 70 percent. The top ten banks in the 
United States issued 51 percent of the 7(a) loans. Expand the 
list to the top twenty banks in the United States and the per-
centage rises to 65 percent.19 Bank of America leads the list of 
institutions. Others on the list are J.P. Morgan Chase, Wells 
Fargo & Co., and Capital Financial. (Figure 1) The biggest 
banks in America are the ones benefiting the most from the 
SBA loans programs. 

PriVate Profits, PUBLiC Losses

Banks benefit, but the taxpayer pays. Because the SBA 
guarantees such a high percentage of the loan amount, banks 
have little incentive to evaluate loan applicants thoroughly, 

and the SBA applies little oversight. The SBA’s Office of the 
Inspector General (OIG) has repeatedly warned that the SBA 
needs to improve its oversight of lenders to minimize the risk 
of default, waste, and fraud. 20 The OIG recently found that 
during the first half of FY 2006, 43 percent of SBA purchased 
guarantees were made inadequately. As a result of this data, 
the OIG projects that SBA erroneously distributed $36 million 
in loans, a rate of about 17 percent.21 

The Government Accountability Office echoes these con-
cerns, pointing out that if the economy were to plunge sud-
denly, 7(a) loans borrowers would increasingly default on 
their loans, forcing taxpayers to send large sums of money to 
SBA banks. As of last year, these guarantees represent some 
$83 billion in potential taxpayer liabilities, a risk that banks 
would otherwise assume.22

ConCLUsion

Lawmakers sell the SBA loan program as a program that helps 
small business, an important and popular institution in the 
United States.  In reality though, the SBA loan program is a 
form of corporate welfare for America’s biggest banks. The 
banks reap profits from this program, but the taxpayers have 
much to loose. As of the end of 2006, the SBA had nearly $83 
billion in outstanding guaranteed loans that the taxpayers—

“We can be as profitable in a 
7(a) loan program as we are 

in our conventional lending if 
done correctly.” 

David Bartram,  
president of the SBA Division of US Bancorp

Table 1

retUrn on assets (%) retUrn on eqUitY (%)

on sBa Loan* 5 or more 70 or more

CitigroUP 1.31 18.36

Bank of ameriCa 1.44 16.56

JPmorgan CHase 0.99 11.48

weLLs fargo 1.76 19.44

waCHoVia 1.28 14.26

Source: Yahoo Finance, as of January 8, 2007 
*Coburn, Tom (2006). “The Effectiveness of the Small Business Administration,” Hearings 
before the U.S. Senate Committee on Homeland Security and Governmental Affairs.
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not the banks—would have to pay if the economy experienced 
a serious downturn.23 

SBA’s policies should be about helping small businesses, not 
helping the people who help small businesses, especially at 
the taxpayers’ expense. To that end, the SBA should reduce 
the federal guarantee on the SBA loans as banks should have 
the highest share of the risk and costs of SBA loans. If banks’ 
exposures to risk were bigger, then lenders would have an 
incentive to evaluate loan applicants better; this would then 
decrease the SBA default rate. Imposing an annual charge on 
the outstanding guaranteed principal for SBA’s new second-
ary market guarantees would also reduce the risk that taxpay-
ers bear. On the basis of the loan volume reported by SBA in 
2006, Congressional Budget Offi ce suggested that a 10 percent 
charge would increase federal offsetting collections by $27 
million over fi ve years.24 This charge would provide SBA with 
funding to cover the default costs.  
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