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Community Development

The mission of the Federal Reserve’s community development function is to promote the economic
resilience and mobility of low- to moderate-income and underserved individuals and communities.
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Legal Notices and Disclaimer

The information, analyses, and conclusion set forth are those of the
presenters and do not necessarily indicate concurrence by the Board of

Governors of the Federal Reserve System, The Federal Reserve Banks, or
members of their staffs.
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Welcome

Amanda Roberts Victor Motta Gregory Fairchild Kim Saunders Russell Kashian
Board of Governors for FGV EAESP University of Virginia National Bankers ~ University of Wisconsin-
Federal Reserve System Association Whitewater
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Minority-Owned Enterprises and Access to Capital

from CDFls

Victor Motta
W FGV EAESP

Connecting Communities SPONSORED BY THE FEDERAL RESERVE SYSTEM




Minority-Owned Enterprises and
Access to Capital from CDFls

Mels G. de Zeeuw, M.A.
Senior Community Economic Development Analyst
Federal Reserve Bank of Atlanta
mels.dezeeuw@atl.frb.org

Victor Motta, Ph.D.
Assistant Professor
Sao Paulo School of Business Administration
Fundacao Getulio Vargas
victor.motta@fqv.br
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Small Businesses and MOEs

« Small businesses are critical to local economic development in the U.S.
— Added 1.4 million net new Jobs in 2017 (Robb, Barkley and de Zeeuw, 2018)
— Employed 48% of the U.S. workforce in 2016 (US Census Bureau, 2016)

* Minority-owned enterprises (MOEs) has seen rapid growth in recent years
— Increased 11% between 2014 and 2016 (U.S. SBA, 2019)

— MOEs create a significant share of jobs in low and moderate-income neighborhoods
(Bates and Robb, 2014).
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MOEs and Access to Capital

* Previous research established positive links between
access to capital and performance outcomes (Black and
Strahan, 2002; Servon et al., 2010)

 MOEs relatively more likely to encounter constraints in
accessing capital from traditional banks
— Lower levels of wealth (Bates and Robb, 2016; Robb et al., 2018)

— Higher loan application rejection rates (Blanchflower et al., 2003;
Cavalluzzo and Wolken, 2005; Blanchflower, 2009)

— MOEs receive lower loan amounts and pay higher interest rates
(Bates and Robb, 2013)
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MOE Access to Capital and CDFls

« Community Development Financial Institutions (CDFIs) provide a means to
bridge limited access to capital between banks and MOEs

« CDFIs’ main social objectives include:
— Supporting job growth in disadvantaged communities

— Providing access to financial services to MOEs at affordable rates (Affleck and Mellor,
20006)

— Revitalizing economic conditions in disadvantaged communities (Harger et al, 2019)
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Purpose of the Study

« We examined the likelihood of MOEs applying for
CDFI loans.

« We also aimed to investigate whether MOEs are more
likely to have their application accepted from CDFIs.

 Two research questions:

1. Are MOEs more likely to apply for loans from CDFls
than non-MOEs?

2. Are MOEs more likely to have their loan application
accepted in CDFls than non-MOEs?

W FGV EAESP



Methods

 We use 2016 through 2019

data from the Federal
Reserve Banks’ Small
Business Credit Survey BsProfitability; + fgFirmAge; + f7Industry; + fgRace; + PgZipCode; +
(SBCS).

— Samples both non-employer
and employer businesses with
less than 500 employees.

Apply; = B, + B,Size; + f,CreditRisk; + py;Rural; + f,WomenOwned; +

pioVeteranStatus; + [, year; (1)

Approval; = B, + [,Size; + f,CreditRisk; + f;Rural; + f,WomenOwned; +

BsProfitability; + BgFirmAge; + f7Industry; + fgRace; + foZipCode; +

— Advantage: provides info on
applicants that pursued
financing elsewhere.

fioCollateral + [;,Debts; + B,VeteranStatus; + [;year; (2)
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Table 2: Probability of Small Business Applicants Applving at a CDFI for a Loan, Line
of Credit, or Cash Advance (Odds Ratios)

Results Al Fims

Key Covariates

Owned Owned LMI zip
Firms Firms All Firms code
Race/Ethnicity of Firm Ownership (White-Owned is base group)
Black or African American 185g%e=  1B77™°
Asian 1.377 1.270
Hispanic 1.420%* 1.562%+
Low Income Zip Code 1.355++
Size of Firm (Non-emplover is base group)
1-4 emplovees 0.845 1321 1.010 1.043
3-9 emplovees 0.773 1.095 0.538 0.805
10-19 emplovees 0.876 1.233 0.943 0.798
20-40 emplovees 0.470% = 0452 0.523%== 0.504%+*
50-490 employees 0.455%* 0.584 0.568+* 0.608*
Credit Risk (low risk is base group)
Medium risk 1.583°%*" 1.458 1.587%= 1.605***
High risk 1470 1275 1449+  1504%
Did not respond 1212 1.406 1.134 1070 |
Eural 0.954 0.244= 0.BB7 0.758*
Female-owned 1.406%== 1.168 1.416%== 1.4G4%+=
Profitable 0.881 0.883 0.832 l.oe2
Age of Firm (0-2 years is base group)
3-5 vears 0.958 1.337 0.0968 0.882
6-10 years 0.651°* 1.410 0.783* 0.823
11-15 years 0.574°= 0.899 p.50g+=-  0555**
16-20 years 0.803 0.946 0.715* 0.760
21+ years 0.327%** 1.075 0.364%*+  DABT***
Observations B516 1,354 11,012 E,860

#%% p=() 01, ** p=0.03, * p=0.1
Mote: Applicants applied for 2 loan, line of credit, or cash advance. Coefficients are displayed az odds ratios.
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Results

Table 3: Likelihood of Applicantz Fecerving Approval at a CDFIL for at Least Part of the

Loan, Lime of Credit, or Cazh Advance FEequested (Odds Ratios)

White- Black- All Firms
Eeav Covariates Orornad Cronad (th LBAT
Firmsz Firm:  AllFirm= =zip code)
Size of Firm (Non-employer iz baze group)
1-4 emploveas 1.075 3.680* 1666 1.620
3-9 emploveas 0.654 0.834 1133 1.321
10-19 emplovess 0.681 1.242 10281 1.310
20-29 emplovess 0.130=* 0.454 0432 0.245
30-499 employees 0.715 0.263 2,183 135386
Credit Rizk (low rizk iz baze groap)
hladium rizk 0440 0.3e4 0917 0963
High ik 0.135*=* 0.152* 0.252%**% Q.233%=*
Dnd not respond 2.2E5 0.332 2048 13&3
Eural 1561 0.234 1576 1.238
Female-owned 1.307 1182 1278 1151
Profitable 1.458 3.233* 1.645* 1.477
Age of Firm (0-X yearz iz baze group)
3-3 vears 0.450 0.238 0.3g2** 0.340%*
6-10 vears 0.667 0.431 0.453® 0.420
11-13 vears 0.245=* 0.2e7 0.255%**%  Q.1gg*=*
16-20 vears 0.355 0.107 0.305** 0.245%*
1= vazrs 1 338 0 430 1497 0417
Collateral Uzed to Secore Debit (no collateral iz baze group)
Buszineszz Collateral 4512%* 3.796 3.224%* 2.882%
Other type of collataral 1 6380 1575 1660 1347
Eace/Ethnicity of Firm Ownership (White-Owned iz baze group)
Black or African American 0.634 0.485*
Azian 1.051 0437
Hizpamie 1370 0951
Low Income Zip Code 1.009
Obzervations 258 34 408 27z

#*% p=l.01, ** pe0.03, * pei ]

MWote: Applicants appliad for a loan, line of credit, or cazsh advance. Coefficients ars displayed as Odds

Eatips.
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Take-Away Results

« Black-owned enterprises are more likely to apply for CDFI
loans and less likely to be approved.

Firms with business collateral are more likely to be approved

Negative relationship between firm age and firm size and the
likelihood of applying for CDFI loans and being approved

« Women-owned firms are more likely to apply and be approved

Riskier firms are more likely to turn to CDFls for credit
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Black-Owned Enterprises and Future Research

* Why is loan approval less likely for Black-owned enterprises?

« Two potential explanations (Bates and Robb, 2016; Robb et al, 2018):

— Black-owned firms may have higher credit risk
— Black-owned firms may lack the necessary collateral guarantees

* Next steps: use CDFI| Fund data to examine the impact of collateral size on
terms of loan agreement (size, maturity and interest rate) for MOEs in
comparison to white-owned enterprises.
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Thank You!
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Just How Risky?

Comparative Institutional Risks of Mission-Based
Depository Institutions

Gregory Fairchild

University of Virginia
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THE CONTEXT

The context in which MDDIs operate
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01| THE CONTEXT

 MDDIs designate depository Community Development Financial
Institutions and Minority Depository Institutions.

» Because of their mission, MDDIs locate in LMI & minority
neighborhoods.

 This leads to questions about health and viability of these
institutions.
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01 | THE CONTEXT

POTENTIAL INSTITUTIONAL FAIL RISKS

* Clients

« Capability Endowments
* Information Asymmetry
« Contagion

» Captive markets
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THE MODEL
Analysis using CAMEL model




02| THE MODEL

CAMEL MODEL
CAMEL MODEL

Capital Adequacy Gearing Ratio

Assets Quality Return on Assets, NPA Asset Ratio, Total Assets
(Log), Equity-to-Asset Ratio

Management [None]

Earnings Cost of Funds, Yield-Cost Ratio, Operating Ratio

Liquidity Liquidity Ratio

Mission-Driven CDFI & MDI (Asian, Black, Hispanic, & Native
American)

Market Area Rural-Urban, Community Poverty, Co-ethnic

FFIEC Call Reports, Q1 2001 — Q4 2018. Community variables from U.S. Census Bureau; CDFI variable from U.S. Department of Treasury Community Development; MDls from FDIC.

ETT) 26




!
i

02 | THE MODEL

LOGIT RESULTS: BANK FAILED

Variable ____________|Significance ___[Direction ____

MDI

CDFI

Gearing Ratio
Return on Assets
NPA Asset Ratio
Total Assets (log)
Equity-to-Asset Ratio
Cost of Funds
Yield-Cost Ratio
Operating Ratio
Liquidity Ratio
Community (RUCA & Co-Ethnic)

p <0.01
p <0.01
p <0.01
p <0.01
p<0.10

p <0.01

p <0.01
p <0.01

p <0.01

Insignificant

Insignificant

Insignificant

Negative
Negative
Positive
Negative
Positive
Positive
Positive
Positive
Positive
Negative
Negative
Negative
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THE IMPLICATIONS

Thoughts for policy makers
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03| THE IMPLICATIONS

Expansions of these institutional types is not only consistent with
desires for safety and soundness, but increased investments in these
Institutions could result in enhanced LMI and minority participation in

financial services.
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Kim Saunders Russell Kashian

National Bankers University of Wisconsin-
Association Whitewater
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Participate during the Q&A.

Select the > next to Q&A in the lower right Q&A
corner of your screen to open the Q&A panel.
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Next Steps

e All session materials are available on our web site and in the next few days we will post
an audio file of today’s session.

e Information about future sessions will be posted on our website along with archived
materials from past sessions: https://bsr.stlouisfed.org/connectingcommunities

e The third installment of the Virtual CDFI Symposium is next Wednesday, June 3rd
at 3 pm ET. It will focus on research pertaining to Capitalizing CDFIs and registration is
now open at stlouisfed.org/events/cd
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