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The Treasury Department has just announced a new program to encourage lending to 
small businesses, the State Small Business Credit Initiative.  Selected states can 
access the $1.5 billion fund if they can demonstrate that each dollar provided by the 
Treasury will generate $10 in loans to small businesses.  Exactly what factual 
information led the Treasury to conclude that this program was needed was not made 
clear.  More likely it is a result of the incessant drumbeat in Washington blaming the 
slow recovery on the reluctance of small banks to lend money to “creditworthy” (by 
Congressional and Treasury standards) firms.  If they can’t blame it on the banks then 
the impotence of the policy makers would be exposed. 
 
This $10 to $1 multiple requirement is based on the textbook model of banking.  If $100 
is deposited in a bank and reserve requirements are 10%, then the bank has $90 it can 
lend out.  The borrower of that money writes a check to someone who deposits it in 
another bank which is obliged to keep $9 as required reserves and can lend out $81 
which will be spent.  This check is deposited in another bank which must keep $8.10 in 
reserves and can lend out $72.90.  Carried to its limit, loans will rise by 10 times the 
initial amount of excess reserves, 10 x $90 = $900 in loans.  Notice of course that this is 
identical to the increase in checking accounts along the way which make up the bulk of 
the M1 measure of the money supply (which is the basis for concerns among those who 
see an inflation threat from Quantitative Easing). 
 
The important thing to note is that for this to happen, someone must borrow and spend 
all of the excess reserves.  If no one shows up to borrow the initial $90 in excess 
reserves, none of this happens and the $90 is just added to excess reserves held at the 
Federal Reserve.  
 
This is the current state of affairs.  The percent of small business owners who report not 
even being interested in a loan is at a record high 53%.  Housing starts (and related 
loans) are a million short of “normal”, removing immense amounts of credit demand 
from the system.  Capital spending by small firms is at a 35 year low.  Consumers are 
reducing their debt.  Banks have over a trillion dollars in excess reserves now held at 
the Fed earning 0.25% interest.  Applying the money multiplier to that would produce 
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$10 trillion in new loans (and money supply growth!) – if there were agents willing to 
borrow the money and spend it.  But obviously no one is because if there were credit-
worthy borrowers (by Main Street criteria, not those of Washington critics who have 
never made a loan or worked at a real bank), any bank would be happy to make a 6% 
loan instead of earning 0.25% on the savers money they are holding. 
 
One possible conclusion seems to be that the Treasury Department doesn’t understand 
this (or they have data confirming their view that credit availability to credit-worthy 
borrowers is actually slowing growth, yet to be revealed to us).   If it did understand, 
such a program would not be launched (especially since the Congress just authorized 
another special $30 billion of funds to be made available to banks who promise to 
increase their lending to small businesses).  If the “problem” is not understood, bad 
policy is a result.  If this is just “PR”, it’s an expensive program indeed. 
 

We thank Bill Dunkelberg for this guest commentary.   

 

 
David R. Kotok, Chairman and Chief Investment Officer 
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