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PayNet research shows that
small business activity kept
the economic expansion
intact in the first quarter.
With default rates
abnormally low, this sector
has an opportunity to
finance bigger projects
and really soar.

TO THE RESCUE

BY WILLIAM PHELAN
Small buSineSS came to the rescue of the
U.S. economy in the first quarter of 2015.
GDP growth surprised on the low side,
at 0.2%, with most of it due to a big inventory buildup. With the March trade
deficit coming in higher than anticipated,
first-quarter GDP will likely face a negative revision shortly.
The Federal Reserve calls this situation “transitory,” but the reality is that the
U.S. economy is stuck in low gear. Large
companies are sitting on cash, buying
back stock, and paying dividends, which
will mean more slow growth. Small businesses, meanwhile, remain a source of
investment to create organic expansion.
Business Cycle

PayNet research shows that low loan
delinquencies and positive investment
by small businesses kept the expansion
phase intact. Small business investment
ended the quarter at 129.6, according to
the Thomson Reuters/PayNet Small Business Lending Index (SBLI).
Although not evident from Figure 1,
year-over-year investment by small businesses continued to expand. At the same
time, credit risk moderated, as severe
loan delinquencies fell slightly by 1 basis
point. The expansion phase continued
to be accompanied by low risk, even if
barely so.
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Recent Investment Activity

Their investment activity in the first
quarter shows small businesses were the
big driver of growth in the first quarter.
Private GDP increased $26.3 billion in
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FIGURE 1: PAYNET SMALL BUSINESS CYCLE
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the first quarter, according to the Bureau
of Economic Analysis. The SBLI was up
12.3% in March from the same month a
year earlier, and the three-month average growth trend was 10.4% in the first
quarter.
PayNet’s analysis shows growth in SBLI
translates into added GDP in a predictable pattern. Based on these analyses we
estimate small business added $13 billion
to $17 billion to GDP in the first quarter.

This explains about 60% of private GDP
growth in the first quarter, and well over
100% of total GDP growth, which was
hampered by a shrinking public sector.
This growth was driven by realized investment, improved profits, and stronger
consumption.
Credit Risk

The data shows that when loan delinquency rates are low, small businesses

find easier access to credit. This is certainly true today. Loans 30 days or more
past due stood at 1.25% at the end of
March. While higher than the all-time
low in October 2013, loan delinquencies
remain well below the long-term average.
Since that low point, loan delinquencies
have risen only 10 basis points.
Credit access is still an issue for some
small businesses, but the level of this
“credit gap” is more moderate than
during and immediately after the Great
Recession.
Credit risk varies by industry segment.
Transportation businesses showed improvement in loan delinquencies, which
fell to 0.75% from 1.04% last year. Improving economics for such businesses
are a result of lower fuel prices.
The delinquency rate for retail businesses also improved, falling from 1.15%
to 1.10%. On the other hand, construction, health care, general industry, and
agriculture have all experienced rising
delinquencies—a result of the return to
more normal risk markets.
Regional Investment and Credit Risk

The Small Business Lending Index increased for 43 states over the 12-month
period ending March 31. Of the 10
largest states measured by population,
Florida showed the greatest year-over-

FIGURE 2: THOMPSON REUTERS/PAYNET SMALL BUSINESS LENDING INDEX, JANUARY 2005-MARCH 2015
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FIGURE 3: THOMSON REUTERS/PAYNET SMALL BUSINESS DELINQUENCY INDEX (31-90 DAYS PAST DUE),
JANUARY 2005-MARCH 2015
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year growth, at 13%. Professional services and leisure services are doing very
well there, and construction is surging
thanks to 9% year-over-year employment
growth. However, with Florida’s SBLI currently at 74.6 compared to an all-time
high of 105.3 in 2006, it is clear the state
is still recovering after being hit hard by
the recession.
Meanwhile, times are good in Texas.
Despite the downturn in energy, small
business investment in Texas is up 12%,
to 125.4 in March 2015 from 112.5 in
March 2014. The population and disposable income are growing. The Texas
SBLI is just 3% below the peak reached
in 2007. Transportation, accommodation
and food, retail, government spending,
construction, health care, and waste have
all increased 10% over last year. Arts and
entertainment, wholesale, and mining ex-
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ceeded 5% growth year-over-year.
The biggest laggard of the 10 largest
states is Ohio, where investment is up
only 2% year-over-year, to 102.6 from
100.6. Agriculture is down 20%, from
201.6 to 160.4. Health care is down 8.4%,
from 123.6 to 113.2. Meanwhile, construction businesses are up 4%, but that
rate is lower than the national average
of 12.3%. Transportation rose 16%, less
than the national average of 26.3%. On
a positive note for Ohio, manufacturing
increased 5.0%, exceeding the national
average of 2.3%.
In terms of credit risk, states with
the largest increase in loan delinquencies are found mostly in the Corn Belt.
Agriculture-based businesses in Ohio, Illinois, Michigan, and California showed
the largest increase in loans past due.
However, these past-dues remain well

TABLE 1: SBDI

Industry Ranked by Year-overYear Change in Delinquency

2012

Current Month

Last Year

YoY Change

SBDI National - Transportation

0.75%

1.04%

-27.7%

SBDI National - Retail

1.10%

1.15%

-4.4%

SBDI National - Construction

1.68%

1.65%

2.2%

SBDI National - Health Care

1.18%

1.14%

3.4%

SBDI National - General

1.25%

1.17%

7.3%

SBDI National - Agriculture

0.42%

0.33%

29.7%

2013

2014

2015

below the national average of 1.25%.
Notably, the delinquency rate for Illinois
agriculture jumped from 0.11% last year
to 0.26% this year.
States with the highest percentage of
loans past due are still found mostly in
the Southeast. Construction businesses
in Florida, North Carolina, Texas, and
Georgia account for four of the five states
whose industries have the highest loan
delinquencies.
Credit Risk Forecast

Small businesses underwent a massive
de-levering after the Great Recession.
Clearly, sales were too low to cover high
debt loads at many small businesses in
2009-10. As a result, 10.6% of businesses
failed during this time. Since then, default rates have fallen to record lows as
businesses reduced debt loads to align
more with sales.
However, too little risk-taking is holding back economic growth. PayNet’s data
shows failure rates of small businesses at
all-time lows of 1.0% last year, after reaching 7.2% in 2009. (The failure rate in normal times is 2.5%.) Everyone employed
damage control after the Great Recession,
and small businesses are now emerging
from that mindset. The recession ended
in 2009, and credit risk continued to fall
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TABLE 2: SBDI

State/Sector

Current Month

Last Year

YoY Change

Ohio Agriculture

0.35%

0.09%

272.00%

Illinois Agriculture

0.26%

0.11%

139.76%

Michigan Agriculture

0.57%

0.26%

124.92%

California Agriculture

0.46%

0.28%

61.10%

Pennsylvania General

1.55%

1.10%

41.03%

Ohio Construction

1.14%

0.86%

32.86%

Illinois Health Care

1.29%

1.02%

26.13%

Texas Agriculture

0.62%

0.50%

23.34%

Michigan Health Care

1.08%

0.88%

23.21%

Texas General

1.34%

1.12%

20.19%

TABLE 3: SBDI

State/Sector

Current Month

Last Year

YoY Change

Georgia Health Care

2.15%

1.81%

18.85%

Florida Construction

2.14%

2.24%

-4.70%

North Carolina Construction

1.99%

1.96%

1.24%

Texas Construction

1.97%

1.73%

14.10%

Georgia Construction

1.88%

2.39%

-21.61%

Florida General

1.87%

1.74%

7.87%

New York General

1.73%

1.44%

20.18%

Georgia General

1.72%

1.78%

-3.23%

Ohio Retail

1.62%

1.85%

-12.62%

Pennsylvania General

1.55%

1.10%

41.03%

for the next four years as the businesses
with weaker financials failed.
Today, the issue is the opposite. Sales
are higher and debt loads are lower. Small
businesses possess enough capacity to
adequately service higher debt loads.
Reduced risk-taking after the recession
was necessary to realign leverage, but
now it is restraining GDP growth.
With this backdrop, we are forecasting a moderate rise in defaults to 1.6%
in 2015 from 1.0% in 2014. This means
that about 42,000 more employer-based
businesses will fail in 2015 than in 2014.
That sounds like a lot, but it’s the result of
normal economic consequences. To use
an analogy from skiing, “If you don’t fall,
you’re not trying hard enough.”

lending will boost GDP by around $20
billion in the second quarter. Business
investment was up 12% in March over the
year-earlier month, and trend-line growth
has increased to 10%. These types of increases, if they continue, will add tens of
billions of dollars to GDP in 2015.
While investment is not up in all major
industries, it is strong enough to keep the
business cycle in expansion mode and
add more to GDP, as we saw in the first
quarter of 2015. The economy as a whole
is sluggish, but thankfully small business
provides another leg to the stool to help
stabilize the economy. Credit quality
remains high, which potentially leads
to more investment, resulting in higher
sales, more hiring, and rising wages.

Conclusion

As this article goes to press, small business lending in the second quarter appears to be on track for more expansion.
Results for the first-quarter SBLI indicate
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William Phelan is the president and cofounder
of PayNet, Inc. He can be reached at wphelan@
paynetonline.com

