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INTRODUCTION
WHAT ISTHE PURPOSE OF THIS SOP?

This standard operating procedure (SOP) stipulates the policy and procedures for the processing of dl
requesdts for financia assistance under the Agency's business loan programs. This SOP aso provides
the text of the rules of 13 Code of Federa Regulaions (CFR) which correspond to making SBA
business loans. The rules of 13 CFR govern the U.S. Small Business Adminigration (SBA). Therules
are written in small bold text, and the policy is written in standard text. This SOP is written to and for
the SBA field personnd engaged in the processing of business loans, including both the recommending
and gpproving officids.

The business loan programs include: generad business, microloan demondration and development
company loans. Generd business loans are described in section 7(a) of the Smal Business Act while
microloans are described in section 7(m) of this same Act. Development company loans are described
in sections 503 and 504 of the Smdl Business Investment Act and referenced in Section 7(a)(13) of the
Smadl Busness Act. The satutory requirements of the business loan programs are Congressondly
mandated and cannot be dtered or waived by the Agency. The regulations pertaining to these three
programs are primarily located in section (denoted by the symbol .) 120 of 13 CFR. However, the
business loan programs are dso governed by other sections of 13 CFR including but not limited to
sections: 101, 112, 113, 117, 121, 136, 140, 142, 145, and 146.

Section 120 of 13 CFR is divided into nine parts including an introduction and eight subparts. This
SOP will cover the introduction and the five subparts associated with processing business loans. These
subparts include: A, B, C, D and H. The other three subparts cover post approva requirements and
are discussed in separate SOPs.

Unless specified within the body of the rule, the regulatory requirements of the business loan programs
cannot be dtered or waived by the Agency. The policy and procedures of the business loan program
are divided between the policies directly associated with statutory or regulatory provisons of the law or
regulaion and those promulgated, i.e., established under the authority provided the Agency to maintain
both prudent and qudity lending practices. Policies directly associated with law or regulation cannot be
waived unless the law or regulation specifically permits awaiver. Procedures for obtaining awalver are
detailed in gppendix 11 of this SOP.

This SOP isto be used in conjunction with its companion SOP 50-11 which provides technical support
and guidance on credit analyss to be used during the processing function.
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SUBPART A -POLICIESAPPLYING TO ALL BUSINESSLOANS
WHAT ISTHE PURPOSE OF THIS SUBPART?

This subpart contains the policies and procedures which govern dl SBA business loans -
Section 7(a) loans, Development Company (504) loans, and Section 7(m) Microloans.

CHAPTER 1- GENERAL PROVISIONS
1. WHAT DOES THIS SUBPART COVER?

.120.1 Which loan programsdoesthis part cover ?

ThisPart regulates SBA'sfinancial assistance to small businessesunder its general businessloan
programs (" 7(a) loans") authorized by section 7(a) of the Small Business Act (" the Act"), 15U.S.C.
636(a), its microloan demonstration loan program (" Microloans') authorized by section 7(m) of the Act,
15U.S.C. 636(m), and its development company program (" 504 loans' ) authorized by TitleV of the Small
Business Investment Act, 15 U.S.C. 695to 697f (" TitleV"). Thesethreeprograms constitutethe
businessloan programs of the SBA.

2. DESCRIPTIONS OF THE BUSINESS LOAN PROGRAMS

.120.2 Descriptions of thebusinessloan programs.

(a) 7(a)loans.

(1) 7(a) loansprovidefinancing for general business purposesand may be:

(i) A direct loan by SBA;

(ii) An immediate participation loan by a Lender and SBA; or

(iii) A guaranteed loan (deferred participation) by which SBA guaranteesa portion of a

loan madeby a Lender.
(2) A guaranteed loan isinitiated by a Lender agreeing to make an SBA guaranteed loan to a small
business and applying to SBA for SBA'sguarantee under a blanket guar antee agreement (participation
agreement) between SBA and the Lender. If SBA agreesto guarantee (authorizes) a portion of the loan,
the Lender fundsand servicestheloan. If thesmall business defaults on theloan, SBA's guar antee
requires SBA to purchaseitsportion of the outstanding balance, upon demand by the Lender and subject to
specific conditions. Regulations specific to 7(a) loansare found in subpart B of thispart.

a The 7(a) Program

The SBA haslegidative authority to provide 7(a) loansto digible small busnesses
through direct, immediate participation, or deferred participation (guaranteed).
However, the ability of the Agency to provide 7(a) financia assstance depends upon
the availability of congressonaly authorized and appropriated funding.

Remember, a 7(a) guaranteed loan is actudly alender loan approved and funded by a
participant (qualified lender), guaranteed by SBA, and subject to the regulations and
policies gopplicable to Al 7(a) loans. Even though commonly caled an SBA loan, it is
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actudly alender'sloan with an SBA guaranty.

b. The Microloan Demonstration Project

(b) Microloans. SBA makesloansand loan guaranteesto non-profit I ntermediariesthat make
short-term loans up to $25,000 to eligible small businesses for general business pur poses, except
payment of personal debts. SBA also makesgrantsto Intermediariesfor usein providing
management assistance and counseling to small businesses. Regulations specific to theseloans
arefound in subpart G of thispart.

All loans to intermediaries are processed and approved at the Office of Financia
Assgtance (OFA) in Headquarters. See subpart D for discussion of the microloan
demongtration project.

C. The Development Company Loan Program

(c) 504 loans. Projectsinvolving 504 loansrequirelong-ter m fixed-asset financing for small
businesses. A Certified Development Company (CDC) providesthefinal portion of thisfinancing
with a 504 loan made from the proceeds of a Debentureissued by the CDC, guaranteed 100
percent by SBA (with the full faith and credit of the United States), and sold toinvestors. The
regulations specific to these loans arefound in subpart H of thispart.

See Subpart H for discussion of the 504 Loan Program.

d. Pilot L oan Programs

.120.3 Pilot programs.

The Administrator may from timeto time suspend, modify, or waiverulesfor alimited period of
timeto test new programsor ideas. The Administrator shall publish a document in the Federal
Register explaining thereasonsfor these actions.

Public Law 105-208 enacted September 30, 1996, limited SBA's authority to conduct
pilot programs. Under thislaw, the number of loans under any pilot initiated after the
date of enactment must not exceed 10 percent of the total number of loans guaranteed
during ayear.
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3.  DEFINITIONSUSED IN THE BUSINESSLOAN PROGRAMS

.120.10 Definitions.
Thefollowing ter ms have the same meaning wherever they areused in thispart. Defined termsare
capitalized wher ever they appear.

Associate

(1) An Associateof aLender or CDC is

(i) An officer, director, key employee, or holder of 20 per cent or more of the value of the Lender's
or CDC'sstock or debt instruments, or an agent involved in theloan process,

(il) Any entity in which oneor moreindividualsreferred toin paragraphs (1)(i) of thisdefinition
or aClose Relative of any such individual ownsor controlsat least 20 per cent.

(2) An Associate of a small businessis:

(i) An officer, director, owner of morethan 20 percent of the equity, or key employee of the small
business;

(ii) Any entity in which one or moreindividualsreferred toin paragraphs (2)(i) of thisdefinition
ownsor controlsat least 20 percent; and

(iii) Any individual or entity in control of or controlled by the small business (except a Small
Business I nvestment Company (" SBIC") licensed by SBA).

(3) For purposesof thisdefinition, thetime during which an Associate relationship exists commences six
months before the following dates and continues aslong asthe certification, participation agreement, or
loan is outstanding:

(i) For aCDC, thedate of certification by SBA;

(ii) For aLender, the date of application for aloan guarantee on behalf of an applicant; or

(iii) For asmall business, the date of theloan application to SBA, the CDC, the Intermediary, or
the Lender.

Reference subpart A, chapter 2, paragraph 4.m. for further guidance on how a change of
ownership impacts changes to the associate relationship.

Authorization is SBA'swritten agreement providing the termsand conditions under which SBA will make
or guaranteebusinessloans. It isnot a contract to makealoan.

Borrower istheobligor of an SBA businessloan.

Certified Development Company (" CDC") isan entity authorized by SBA to deliver 504 financing to small
businesses.
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Close Relative is aspouse; a parent; or achild or sibling, or the spouse of any such person.

Eligible Passive Company isa small entity or trust which doesnot engagein regular and continuous
business activity, which leasesreal or personal property to an Operating Company for usein the
Operating Company's business, and which complieswith the conditions set forth in .120.111.

Immediate Family Unit - Two married spouses and all dependent children

Intermediaryistheentity in the Microloan program that receives SBA financial assistance and makes
loansto small businessesin amounts up to $25,000.

Lender isan institution that has executed a participation agreement with SBA under the guaranteed loan
program.

Loan Instruments arethe Authorization, note, instruments of hypothecation, and all other agreements and
documentsrelated to aloan.

Operating Company is an eligible small business actively involved in conducting business oper ations now
or about to belocated on real property owned by an Eligible Passive Company, or using or about to usein
itsbusiness oper ations per sonal property owned by an Eligible Passive Company.

Preferenceisany arrangement giving aLender or a CDC a preferred position compared to SBA relating
to the making, servicing, or liquidation of a businessloan with respect to such things as repayment,
collateral, guarantees, control, maintenance of a compensating balance, purchase of a Certificate of
deposit or acceptance of a separate or companion loan, without SBA's consent.

Principal is a term that does not have a single definition. However, there is a standard definition
that shall be used if no further definition is provided. The standard definition of principa includes
the following: sole proprietors; general partners; limited partners owning 20 percent or more of the
equity of the business; and al owners of 20 percent or more of the equity of a corporation. This
definition shall be used when ever the term principa is used unless a different definition is
provided.

Principal may also include corporate officers with between 5 - 20 percent ownership of a
corporation, al guarantors, and other key employees. These additiona entities will be added to the
standard definition of principal in those instances where needed.

Principa can aso mean a married couple where both own some interest in the applicant and
together they own at |east 20 percent.

Rentable Property isthetotal square footage of all buildings or facilities used for business

operations. By Policy, "Rentable Space” is only "Interior Space”

Rural Areaisa political subdivision or unincorporated area in a non-metropolitan county (as defined by
the Department of Agriculture), or, if in a metropolitan county, any such subdivision or area with a
resident population under 20,000 which isdesignated by SBA asrural.

Service Provider isan entity that contractswith a Lender or CDC to perform management, marketing,
legal or other services.
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CHAPTER 2 - BUSINESSLOAN ELIGIBILITY
1. REGULATIONSAND POLICESAPPLICABLE TO ALL LOANS
The regulatory requirements applicable to al business loans are described in subpart A of 13

CFR .120 (120.100 through 120.199). The palicies and procedures for all business loans are
described in chapters 2 through 4 of this SOP.

Subpart A . Policies Applying to All Business L oans

Thefollowing SBA digibility requirements gpply to dl SBA business |oan programs - 7(a)
loans, microloans, and 504 loans. An gpplicant must be in compliance with the rules and
policies of SBA at the time of gpplication to be digible for financid assstance from this Agency.

a When Should Eligibility Be Determined?

The determination of digibility of every gpplicant should be made as soon as possblein
the loan making process. Y ou can often make a preliminary determination during the
gpplicant's or the lender'sfirst contact with the Agency. If the businessis complex or
unique, you should recommend to the applicant or lender to request aformd digibility
determination prior to applying. Y ou should advise the applicant or lender as soon as
an gpplication is determined to be indigible or when digibility problems gppeer likdly.
This prevents unnecessary expense and frudtration in the preparation of an SBA
gpplication. When advising the gpplicant or lender about digibility, make clear that
credit has not yet been anayzed.

Thefidd office determinesfina digibility based on the information provided & the time
of gpplication.

b. May Eligibility Be Conddered Prior To Formda Application?

Yes. At timesacase may come to the attention of the processing office before actud
goplication is made which has digibility questions associated with it. The SBA may
accept awritten request from elther alender or gpplicant requesting aforma igibility
determination prior to receipt of the application. The letter should be addressed to the
gpproving officid and include sufficient information for a adequate determination on the
relevant digibility factors. Counsel may be consulted as necessary.

C. Who Has Authority to Make Eligibility Determinations?

Officids with authority to take final action on the assistance requested aso have the
authority to make the ultimate digibility determinations about the gpplication. The loan
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officer generaly makes a recommendation regarding digibility, and the approving
authority takesfind action. If thereisaquestion about digihility, like an unusud or
complex Stuation or one without a clear precedent, the approving officid must consult
SBA fidd counsd for alegd opinion.

If there is a difference of opinion between the Finance Divison (FD) and field counsd,
every effort should be made to reach an accord. If one cannot be reached, each must
prepare a memorandum summarizing his or her postion and forward it through the
digtrict director (DD) to the Associate Administrator for Financia Assistance (AA/FA)
or their designee. The AA/FA must consult with the Office of Genera Counsd (OGC)
for legd advice. If the AA/FA and Generd Counsdl do not agree on the determination,
they will submit the digibility issue to the Adminigrator for fina decison.

2. ELIGIBILITY REQUIREMENTSFOR BUSINESS L OANS

.120.100 What arethe basic eligibility requirementsfor all applicantsfor SBA businessloans? To be
eligiblefor an SBA businessloan, a small business applicant must:
(1) Bean operating business (except for loansto Eligible Passive Companies);

a Impact of the Form of Busness Entity on Hligihility

Any legd form isdligible solong asit isfor profit. If the entity isajoint venture, no
more than 49 percent of the joint venture may be foreign business entities.

b. May Businesses Redtrict to Whom They Sdll or Provide Sarvice?

The products and services of the small business must be available to the generad public.
The smal business may not discriminate with regard to goods, services, or
accommodations offered or provided, because of:

1race 3color 5age
2religion 4 sex 6 disability, and or
7 ethnic or nationd origin of a person.

The small business must accept a person on a non-segregated basis as a patient,
student, visitor, guest, customer, passenger, or patron.
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Can One Loan Be Used To Assist More Than One Business?

Yes. SBA can quaranty asingle loan that provides financid assstance to multiple

busnesses. These businesses can either be affiliated or unaffiliated. This arrangement
can be accomplished under either 7(a) or 504 program rules. The loan must be
sructured so the multiple businesses are co-borrowers when no Eligible Passive
Concern (EPC) isinvolved. When the borrower is an EPC, the multiple operating
companies (OCs) can be either co-borrowers or guarantors. For additional information
on EPC see Subpart "A", Chapter 2, paragraph 9.

In addition, if the borrower is an EPC, there can only be one EPC borrower. SBA has

no provision to permit one loan to multiple EPCs under any circumstances. For
additional information on EPC refer to Subpart A, Chapter 2, paragraph 9.

(2) Beorganized for profit;

All recipients of SBA business |oan assistance must be organized for-profit. The only
exception isfor loans made under section 7(a)(10)(handicapped assistance for sheltered
workshops) and this exception can only be evoked if, and only if, funds are specificaly
appropriated for 7(a)(10) loans.

Is a For-Profit Busness Owned By a Non-Profit Entity Eligible?

Yes, such busnesses are digible if they meet SBA's ather digibility requirements.
(3) Belocated in the United States;

May Money be Borrowed for Operations in Another Country?

No, financia assgtance isonly available for the domestic operations of businesses.
Export Working Capital Program (EWCP) and International Trade (1T) loans are for
domestic operations, even though some or al of the EWCP funds are for the purpose of
accessing foreign markets.

(4) Besmall under the sizerequirementsof Part 121 of thischapter (including affiliates). See
subpart H of thispart for the size tandards of Part 121 of this chapter which apply only to 504
loans; and
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Sze Requirements

See subpart A, chapter 3 for the basic size requirements.

(5) Beabletodemonstrate aneed for the desired credit.

How isthe Need for a Loan Demonstrated?

An gpplicant demongtrates need if it is unable to obtain the desired credit from non-
Federa lending sources, i.e., banks, savings & loans, smdl business lending companies,
etc., on reasonable terms for valid business purposes.

An applicant must use assets owned by it or its affiliates not needed for the operation of
the business before it may qudify for SBA financid assgtance. A financing need exigs
when the desired capitd is not available through the operations of the applicant or its
dfiliates.

Start Up Businesses?

Applicants that have not yet commenced operation shdl have the digibility criteria
associated with .120.120 through .120.131 considered based on what the business
intends to do rather than on what it is doing on the day of gpplication. Assuch, a
business that projects to generate 50 percent of its annua income from gambling would
not be digible snce gambling income is redtricted to no more than one third of an
gpplicant concern's annua income.

Effective: 12-01-00

10



SUBPART "A" SOP 50-10(4)(E)

3.

SBA'SCREDIT ELSEWHERE CRITERIA

As aFederd Agency that relies upon Federd taxpayer dollars to support its lending programs,
SBA cannot provide financid assistance to smal businesses that have the ability to obtain the
financing on reasonable terms without Federal assstance. Therefore SBA has a''credit
elsawhere test” to which dl business loan gpplicants are subject. The regulatory rules of this
"ted" aredetailed in .120.101:

.120.101 Credit not available elsawhere.

SBA providesbusinessloan assistance only to applicantsfor whom the desired credit isnot otherwise
available on reasonable terms from non-Federal sources. SBA requirestheLender or CDC to certify or
otherwise show that the desired credit isunavailableto the applicant on reasonable terms and conditions
from non-Federal sourceswithout SBA assistance, taking into consideration the prevailing ratesand
termsin the community in or near wherethe applicant conducts business, for similar purposes and
periods of time. Submission of an application to SBA by aLender or CDC constitutes certification by the
Lender or CDC that it has examined the availability of credit to the applicant, has based its certification
upon that examination, and has substantiation in itsfileto support the certification.

a The Credit Elsawhere " Test":

Credit Elsawhere is an digibility factor that must be determined prior to assessing the

credit factors of aloan request. The purpose of Credit Elsewhere isto determine if the
applicant concern dong with its affiliates and principas has the ability to obtain some or
al of the requested loan funds from aternative sources without causing undue hardship
to the applicant, its afiliate(s), or principa(s). These dternative sources include:;

1 Thelending ingtitution;

(2) Theinterna resources of the applicant concern;

(3) The externa resources of the applicant concern;

(4) The persona resources of the principals of the applicant concern.

If the financid assstance applied for is otherwise available on reasonable terms from

any of these sources, the application must be denied.

Effective: 12-01-00
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b. The Lending I ndtitution as an Alternative Source:

Lending indtitutions are asource of credit for smal busnesses. If alending indtitution
will provide the credit to the smdl business applicant, on reasonable terms, without
SBA support, the requested financing is not eigible for SBA consderation. As part of
the Credit Elsewhere Test, every lender who appliesto SBA for aguaranty of aloan
they propose to make to asmdl business must sgnify that they could not make the
proposed loan without SBA support. Lenders have to substantiate their compliance
with the credit e sewhere rules.

C. Lender Substantiation of Compliance with Credit Elsawhere Rules

504 third-party lenders and 7(a) lenders must explain to SBA the factors that prevent
the financing from being accomplished without SBA support. The CDC or 7(a) lender
mugt retain the explanation in the gpplicant'sfile. The CDC may use thisinformation to
satisfy the requirements of Exhibit #19 of the Application for 502/504 Loan (SBA Form
1244), Part A, when it applies for a504 loan. Microloan intermediaries (microlenders)
must have a letter of decline from an indtitutiond lender such as a bank for loans of
$15,000 or morein the gpplicant's file. Substantiation is not required for microloans of
less than $15,000.

d. What Factors Are Acceptable as Substantiation?

Acceptable factors are those that demondtrate an identifiable weakness in the credit or
exceed policy limits of the lender. These factors include, among others.

@ The business needs a longer maturity than the lender's policy permits (for
example, the business needs a loan that is not on a demand basis);

2 The requested |oan exceeds either the lender'slegd limit or policy limit
regarding the amount that it can loan to 1 customer;

3 The lender's liquidity depends upon sdlling the guaranteed portion of the loan on
the secondary market;

4 The collateral does not meet the lender's policy requirements because of its
uniqueness or low vaue;

) The lender's policy normaly does not alow loans to new ventures or businesses
in the gpplicant's industry; and/or

Effective: 12-01-00
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(6) Any other factors relating to the credit that, in the lender's opinion, cannot be
overcome except for the guaranty.

e What Factors Are Not Acceptable Substantiation?

Any factors related solely to alender's choice to obtain a guaranty without any
identifiable weaknessin the credit or failure of the credit to meet the lender's established
policies or regulatory restrictions are unacceptable. Typica examples are when SBA's
guaranty is sought for unacceptable reasons:

@ Subgtantiate Community Reinvestment Act (CRA) compliance;

2 Improve the lender's collaterd lien postion;

3 Refinance debt aready on reasonable terms; or

4 Comply with the requirement for small business lending companies (SBLCs)
that SBA guarantee dl loans.

f. What is the Certification Process Under Credit Elsewhere?

For 7(a) loans, the lender must certify that credit is not otherwise available by sgning
the Lender Officia block on the gppropriate application form. The lender's certification
is

"| approve this application to SBA subject to the terms and conditions outlined
above. Without the participation of SBA to the extent applied for we would not
be willing to make this loan, and in our opinion the financia assstance applied
for is not otherwise available on reasonable terms. | certify that none of the

L ender's employees, officers, directors or substantia stockholders (more than
10 percent) have afinancid interest in the applicant.

Effective: 12-01-00
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A certification requirement does not exist for microlenders.

For 504 loans, the third-party lender must send awritten explanation to the CDC
stating the ressons it will not finance the project without SBA support. The CDC must
aso write an explanation stating why the financing is not otherwise available.

Q. Must Consderation of Prevailing Rates and Terms Be Documented?

No, except as noted above for microlenders, the SBA assumes the lender has
considered the prevailing rates and term in its market. Just because the lender knows
what may be available on an isolated basis does not require areferra of the credit to
another lender.

h. The Importance of Providing Credit on Reasonable Terms

All debt guaranteed by SBA is on reasonable terms when made. Lenders certify this
when they request SBA to guaranty the loan they propose to make to their applicant.
SBA does not refinance debt that is aready on reasonable terms. Therefore, it is
important to understand how SBA determines if adebt's terms and conditions are
reasonable or why they are no longer reasonable in order to confirm that the lender's
certification was correct and to know whether one of the refinancing digibility factors
has been satisfied.

I. Guiddinesto Determine if Credit Terms are Reasonable

Generdly, structuring debt in accordance with the need being financed and within the
repayment ability of the borrower isreasonable and prudent financid management. We
do not encourage smal businesses to finance fixed asset purchases with demand notes
or revolving lines of credit. \We aso find that |oans have unreasongble credit terms if
they require adebt service burden that is in excess of debt service ahility.

Another reason exigting terms can be deemed unreasonable is when they do not dlow

the applicant concern the ability to accumulate equity in the assets being financed for a

prolonged period of time (such as a 10 year interest only debt duein full a maturity) or
when the loan is clearly for the benefit of an individua (such as a sdler take back note

amortized over 35 years).

Effective: 12-01-00
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i. How is the Availahility of Credit on Reasonable Terms Determined?

When evauating whether loans available from non-Federd sources are on reasonable
terms, consder if the loan amounts, interest rates, maturities, payment schedules, and
loan conditions from these sources can be reasonably accommodated from the cash
flow of the smal busness. Although asmdl business may be able to obtain aloan from
anon-Federa source, the terms or conditions may not meet its needs, and therefore be
classfied as unreasonable.

If the busnessis unable to get financid ass stance from non-Federal sources on terms
and conditions that meets its business needs, SBA has determined that the desired
credit is deemed to be not available on reasonable terms.

QL.

Al

Q2.

What are some examples of the circumstances that create Stuations where the
"needs’ of abusiness are not reasonably met because of the terms or conditions
of aloan being provided from a non-Federa source?

An analysis of cash flow available to service dl proposed debt compared to the
debt service requirement must be performed to determine whether the debt is
on reasonable terms. I anticipated cash flow covers al proposed debt service,
the terms may be considered to be reasonable. However, if the margin of
difference between the two is so smdl asto leave too little room for error or
growth or other needs as they may arise, the terms may be considered to be not
on reasonable terms.

Another example would be where alender has secured aloan with so much
collatera, that the business has no collaterd to offer on any other loan and
therefore has alimited or non-existent ability for additiona borrowings. A
method to evauate if an overabundance of collaterd has been required would
be to compare what SBA would require to secure the same loan. If the lender
has required assets in addition to what SBA would require, this could be
considered an overabundance, rendering the loan's collatera term unreasonable,
and digible for refinancing.

If SBA generdly requires that the collaterad securing any loan being refinanced

Effective: 12-01-00

to dso secure the new loan that provides the refinancing and if an
overabundance of collaterd is used to substantiate that the origind debt was not
on reasonable terms, isn't the same unreasonable terms issue (an
overabundance of collatera) continued, because the new loan is secured by the
same collatera asthe origind loan?
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Maybe. It will depend on whether the new loan is strictly to refinance the one

loan that had the overabundance of collaterd or if the new loan aso includes
new money which will be used to acquire assets that will have avauethat isless
than the amount of the new money. When refinancing a debt that was over
secured, consderation can be given to securing the new loan with less collaterd,
providing the loan is fully secured based on the way SBA vaues collaterd. In
the latter case, the new money could be used for working capita or leasehold
improvements (as examples) which have minima collaterd vaue. The new loan
will only be fully secured if the overabundance from the origind loan is used to
not only cover the refinanced debt but aso the debt associated with the new

money.

When anon-SBA loan has collatera with avaue (based on SBA's way of

Qs.

assgning vaue) that exceeds the amount of the loan, the loan is consdered to
be over collateralized. SBA wants to make sure that when aloan that has an
overabundance of collaterd is refinanced, that a sufficient amount of these
assts secure the new loan so that the new loan isfully collaterdized, e.q., has
an SBA collaterd vaue equd to no less than the value of the loan.

Can an overabundance of collatera be created through the appreciation of the

A3.

value of assats which secure aloan or a decrease in the amount of debt in
relation to the amount of collatera securing that debt?

No. A loan that did not have an overabundance of collaterd when origindly

Q4.

A4.

Effective: 12-01-00

made can not be reclassfied as having an overabundance just because the
principa baance decreases and/or the vaue of the assets securing the loan
appreciates. An overabundance of collateral can not be created through the
process of making normal payments on a collaterdized loan just because the
equity in the collaterd may have increased over the duration of that loan.

What renders aloan's terms unreasonable? |

For loans providing new money, SBA considers whether the business can meet |
the debt service requirements of the proposed loan plus any other term debt(s)
exidting or to be created as part of the financing from its available cash flow, and
whether these payments are predictable for the borrower over the loan'sterm.
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A loan with an interest rate that is variable and subject to continud fluctuations
could be reasonable as long as the basis for change is understood at origination
and not aterable without borrower consent.

When refinancing existing debt, the reasonableness test starts with an analyss of
whether the present cash flow is adequate to service this existing debt. See

subpart A, chapter 2, paragraph 11.
K. |s Credit Card Debt Considered Reasonable? |

Only if the credit needed by the smdl businessis short term in nature might credit card
debt be on reasonable terms, depending on the rate of interest and other terms of the
credit card debt.

Are Balloon Notes Considered Reasonable? |

No. Many busnessesfind the stability provided by fully amortized long-term delot |
preferable to shorter maturities with along amortization (balloon notes), even though
interest rates may be lower on the latter. The following are concerns about balloon

notes.

1) Condition and willingness of the lender to refinance;
2 Interest rate changes,

2 Prevadent market conditionsin the future; and

4 Renewad fees.

Small businesses need to be able to match the maturity of the loan to the expected
economic life of the assats being financed. Notes with baloons frequently hinder smal
businesses from planning effectively.

For digibility purposes we consider notes with balloons to be on unreasonebleterms. |

m. Are Demand Notes Considered Reasonable? |

No. Demand notes put a businessin a position where its debt financing is uncertainand |
is at the discretion of the lender. If the note is called, which may occur for any reason,

the business may not be able to obtain other financing. This unduly jeopardizesthe
continued existence of the business.

Effective: 12-01-00
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n. Are Interest Only Notes Considered Reasonabl e? |

Maybe. The determination has to be made on a case by case basis. |

I ntermediate and long-term debt that requires only interest payments until the debt
matures is not reasonable. Such a structure may be used for seller take back financing of
abusiness but the purchaser could just as easily be paying rent. The unreasonableness
here is that such aloan does not alow the business to accumulate any equity in the assets
being acquired rather than the inability of the borrower to be able to repay the loan.

Lines of Credit that accept either interest only or principal and interest payments until a
stated maturity or demand is made may be considered reasonable if the borrower properly
maintains their line.

Seasonal lines that require interest only payments for a specified period and then principa
and interest for the reciprocal period are generally reasonable.

0. Internal Resources as an Alternative Source: |

SBA requires that borrowed funds be unobtainable through the disposal, at afair price, of
assets owned by the applicant business, that are not needed by the business to conduct its
operation or not reasonably necessary for healthy growth.

In addition to considering the internal resources of the applicant concern as a source of
credit at the time of application, the interna resources of the applicant concern after
disbursement have to be considered a potentia source.

Consider an existing printing company with three printing presses that desires to replace
its oldest press. Proceeds can be authorized to acquire and install the new press as well
as to remove the old press. |f the old pressis no longer needed by the applicant, it can be
sold. Under such circumstances the proceeds from the sale are to be applied against the
loans outstanding balance.

p. External Resources as an Alternative Source: |

SBA aso requires that the borrowed funds must be unobtainable through the disposd, at a
fair price, of assets owned by any of an applicant's affiliates, that are not needed by the
dffiliate for its operation or that are not reasonably necessary for the affiliate's healthy

growth.

qa. Personal Resources as an Alternative Source: |

Reference paragraph 4 of this chapter.

Effective: 12-01-00
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UTILIZATION OF PERSONAL RESOURCES

As part of its credit elsewhere test, SBA requires the personal assets of al owners of 20 percent
or more of the applicant firm (or operating company) be reviewed and subject to injection in lieu of
loan proceeds. This regulation is commonly known as the "utilization of persona resources test.”
ak/a"UPR"

.120.102 Fundsnot available from alter native sour ces, including per sonal resour ces of principals.

The standard definition of "Principal” shdl apply to .120.102

Policy applicable to the "utilization of persond resources test” follows.

a

What is the Purpose of the Personal Resources Rule?

Utilization of personal resources is a matter of digibility for both the 7(a) and 504
programs and is required by authorizing legidation. The purpose isto restrict the use of
Government-backed funding, when that funding, or a portion of it, is available from the
personal resources of those individuals who stand to benefit most from the funding.

(a) An applicant for a businessloan must show that the desired funds ar e not available from the per sonal
resour ces of any owner of 20 percent or more of the equity of the applicant. SBA will requirethe use of
personal resour ces from any such owner as an injection to reduce the SBA funded portion of the total
financing package (i.e., any SBA loans and any other financing, including loans from any other sour ce)
when that owner'sliquid assets exceed the amounts specified in paragraphs (a)(1)-(3) of this section.
When thetotal financing package:

(1) 1s$250,000 or less, each 20 percent owner of the applicant must inject any personal liquid
assets which arein excess of two times the total financing package or $100,000, whichever is

greater;
(2) I'sbetween $250,001 and $500,000, each 20 per cent owner of the applicant must inject any
personal liquid assets which arein excess of one and one-half timesthe total financing package

or $500,000, whichever is greater;
(3) Exceeds $500,000, each 20 percent owner of the applicant must inject any personal liquid
assets which arein excess of onetimesthetotal financing package or $750,000, whichever is

greater;

To Whom Does Persona Resource Rule Apply?

The Rule applies to each person that is at |east a 20 percent owner as a matter of
igibility. The rule also applies to each person who owns less than 20 percent when that
person is married to another owner and/or has dependent children who are owners when
the combined ownership of the spouses and/or dependent children is 20 percent or more.
The utilization of the personal resources rule does not apply to the business resources of
an associate or affiliated business.

Effective: 12-01-00
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C. Personal Resources of Spouses

The SBA's lending programs quaify as a"Specid-Purpose Credit Program™ under the
Federad Reserve's Regulation B relating to the Equal Credit Opportunity Act (ECOA).
This regulation stipulates that information pertaining to the gpplicant's maritd satus,
sources of persona income, aimony, child support, and spouse's financia resources can
be obtained and consdered in determining program dligibility. Therefore, the lender has
the right to obtain the signature of an applicant's spouse (whether an owner of the
business or not) or other person on an application or credit insrument relating to a
Specia-purpose program if it is required by Federd or State law.

Credit instruments as used here refers to mortgages, persona quarantees (limited to the
persons interest in the collateral), or Smilar documents.

Unless there is some legal impediment to access the persona resources of the spouse
such asthose held by an independent trustee of an irrevocable trust, the applicant is
presumed to have access to the persona resources of his/her spouse and minor
children. Asameatter of policy, the personal resources of close rdatives (excluding
spouse and dependent children), including children above the age of mgority, living in
the household are not considered to be available to the gpplicant for injection into the
business.

As acredit matter, SBA cannot require the injection of the spouse's personal resources,
but can determine that the gpplicant isindigible because of accessto persond
resources. The SBA can require injection of the available persond resources of the
individua's minor children.

Q. A husband and wife each own 15 percent of the same business. Are they to be
treated as one entity and subject to the utilization of persond resources test or
are they to be treated as separate entities and exempt.

A. In this case, both spouses are owners of the same business, so they have a
maritd community of interest. As such, their individual ownership parts are to be
added together and treated as a single block. ECOA isnot applicable in this
case because this law is designed to protect a spouse who, among other things,
isnot an applicant or involved in the gpplicant's operation.

Effective: 12-01-00
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The Utilization of Persona Resources Rule

The utilization of persona resources rule was modified on March 31, 1996, with the
publications of new regulations on this subject. The modifications dtered the use of
persond resources requirementsin at least five ways.

@ Only individuds (not businesses) who own 20 percent or more of the small
business concern (SBC) or the digible passive company (EPC) are subject to
thisrule. Officers, directors, and key management owning less than 20 percent
of the SBC or EPC who may otherwise be considered a principa or associate
will not be subject to thisrule.

2 The exemption thresholds are based on the totd financing package, not just the
loan which SBA guarantees.

3 Only liquid assets are subject to therule.

4 There are no additiond exemptions. This means there are no exemptions for
educetion, retirement funds not subject to withdrawa restrictions or other
pendties, medicd reserve fund, business contingency, or any other type of
exemption that originates from a persond desire.

) Spouses (and any dependent children) with a combined ownership interest of
20 percent or more in the applicant (or EPC) will be subject to the rule.

Onceit isdetermined that an individud owner is subject to the utilization of persond

resources rule, thelr percentage of ownership has no effect on the amount of ther
required injection. If a 20 percent owner has persona liquid assets of $1,000,000 and
the 80 percent owner has persond liquid assets of $200,000, SBA will not give
consderation to alowing the 20 percent owner to be anything but fully subject to the
utilization rules. The owners must resolve among themselves any issues of fairness
arisng because of different ownership percentages.

The exemption is determined as of the date of gpplication. Y ou must carefully consider
whether the requested loan amount is gppropriate for the business. Thiswill lessen the
possibility that an gpplicant could inflate its loan request to increase its exemption and
later request adecrease in the loan.

How is the Amount of the Persond Exemption Determined?

Lenders and CDCs use the following procedures to make a written determination which
they must keep in thefile, avallable for SBA'sreview:

Effective: 12-01-00
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1) Determine the overdl dollar value of the dlowable exemption on the basis of the
"totd financing package," using the definition of tota financing package found in
subparagraph "g." of this paragraph and the requirements of .120.102(3);

2 Carefully review the persond financia statements required from the owners of
20 percent or more of the equity of the business (including the resources of
spouse and dependent children [immediate family unit]);

3 Determine the vadue of the liquid assets subject to the rule for each individud;
and

4 Subtract the exemption from the liquid assets of each individud (including their
immediate family unit), subject to the rule;

Q1. Canahushand and wife who are subject to the utilization of persona
resources rule receive a gregter exemption?

Al.  No. Thereisonly one exemption for each immediate family unit. In |
gtuations where 1 owner is married to another owner and/or is
respong ble for a dependent child (children) who is aso an owner and
their combined ownership equals or exceeds 20 percent, only 1
exemption is provided.

(b) Any liquid assetsin excess of the applicable amount set forth in subsection (a) of this section must be
used to reduce the SBA portion of thetotal financing package. Thesefunds must beinjected prior tothe
disbur sement of the proceeds of any SBA financing.

f. Reguirements Imposed on the Excess Liquid Assets

The amount by which the value of the liquid assats exceeds the value of the dlowable
exemption must be injected into the business, reducing the amount of the SBA loan

requested.

a The"Totd Financing Package' |

(1)____ Financing Package For 7(a) loans: |

Thetota financing package includes the SBA |oan, together with any other

Effective: 12-01-00
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loans, equity injection, or business funds used or arranged for at the same
generd time for the same project/need/god asthe SBA loan. Thisincludes the
tota non-SBA financing in a7(a) piggyback arrangement.

EXAMPLE: A business applies for a$100,000 7(a) loanas a start-up. It also
gets a$50,000 line of credit from another lender; uses $50,000 of its own funds
to buy equipment, borrows $20,000 from a relaive to purchase inventory; and
gets financing totaling $15,000 from suppliers.

Thetotd financing package is $220,000. The SBA loan, the line of credit, the
injection by the applicant, the loan from ardative and the funds of the business
make up the financing package in this example. The $15,000 of supplier debt is
not part of the financing package because it is part of the norma operations of
the busness.

2 Financing Package for 504 |oans:

Thetotd financing package includes dl dements of financing for the project (the
permanent third party senior loan, the 504 debenture, and the gpplicant
injection/contribution) and any other loans or injection made a the sametime as
the 504 loan, such as for working capita to accomplish the project/need/god.

EXAMPLE: A smdl busness proposes a piggyback structure to purchase a
larger building with a $500,000 permanent senior loan, a $400,000 SBA loan,
and a$100,000 injection. As part of its move it dso gets junior financing of
$250,000 from another source for inventory and an injection of $50,000 for
working capitd. Thetota financing package is $1,300,000. Includedl listed
sources of financing as part of the financing package.

Effective: 12-01-00
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Piggyback Financing:

Piggyback financing occurs when one or more lender(s) provides more than one

loan(s) to asingle borrower at or about the same time, financing the same or
similar purpose, and where SBA guarantees the loan secured with ajunior lien
position. A piggyback structure exists regardless of whether the different loans
are made by the same lender or different lenders. Asamatter of policy,
piggybacks are eigible for SBA financing.

Both lien position and commonadlity of purpose determines whether a piggyback

(4)

Effective: 12-01-00

sructure exists. When SBA isin ajunior lien postion to anon-SBA loan that
finances amilar or rdated items and the multiple financings are approved a or
near the same time, the loans are considered to be structured as piggyback
loans. Examples of when two loans are not considered to be in a piggyback

financing arrangement:

@ The SBA second mortgage loan for building improvements, made 3
years after another loan financed the same redl estate's purchase;

(b) The SBA second mortgage loan for working capital, made at the same
time the lender is financing the purchase of red edtate;

(© The SBA working capita |oan, under aLine of Credit program,
secured by both afirst position on current assets and second on real
property. A remote exception to this example would be when the line
of credit was used to finance long term assets.

What are the Underlying Reasons for a Piggyback Structure?

A largefinancing need may lead the lender to consider a piggyback structure in
order to obtain the best possible collateral and guaranty position.

If a$1,500,000 funding was required, alender could request a maximum
guarantee of $750,000 with a 50 percent guaranty percentage which would
leave an unguaranteed exposure of another $750,000. On the other hand, a
piggyback with a $500,000 first and a $1,000,000 SBA guaranteed second
would result in an exposure of $250,000 in a second and $500,000 in afirg.
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The lender's exposure is fill $750,000, but it's risk is reduced or possibly
eliminated because of its senior position on the collaterd. Inthiscase alarger
first would also reduce SBA's guaranty fee. In short, a piggyback structure
generdly reduces alender'srisk.

Arethere any Eligibility Concernsin a Piggyback?

Yes. When the piggyback financing involves refinancing, the purposes of the
piggyback loans must be the same or smilar. The proceeds of both the
guaranteed and non-guaranteed loans must both be digible for SBA refinancing,
asamatter of policy. If theintended use of proceeds for the first position loan
are not digible for SBA refinancing, they are not digible for refinancing in a
senior pogition loan within a piggyback structure.

Example - Two debts are to be refinanced. The SBA is asked to guarantee a
loan in second position where the proceeds will refinance a debt that is digible
for refinancing under SBA policy and the lender will refinance in asenior
position another debt that does not meet the 20 percent cashflow requirement
for refinancing. This proposed structure would not be digible.

How Does SBA View Piggyback Financing?

The Agency has dways been able to participate in a portion of the overal
financing when there are two loans, only 1 of which will be guaranteed.
Thorough credit and risk analyss and the exercise of prudent credit judgment
are very important in these instances.

What Characteristics Are Important?

Piggyback financing may help gpplicants obtain the additional credit they need.
It also complies with the intent of the credit esewhere policy. However, SBA's
collaterd position is wesaker when it has ajunior lien postion, particularly if
additiona collaterd isnot available.

The terms of the non-guaranteed loan may have a Sgnificant impact on the
ability of the borrower to repay the guaranteed loan, particularly when balloon
or cal provisons are imposed.

Credit Criteria Used When Processing Piggyback Loans

@ The piggyback arrangement must make sense as a financing tool.
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Analyze each piggyback application on a cash flow bass. Do not use a
st formulato determine the amount of credit to be guaranteed in
relation to the amount unguaranteed.

To perform an gppropriate andys's you must obtain a copy of the non-
guaranteed loan commitment letter stating dl the terms and conditions of
that loan. The non-guaranteed |oan may be secured by a superior lien
position on available collaterd.

Repayment ability is essentid to protect SBA'sinterests. Satisfy
yoursdf that the terms and conditions of al loans in the piggyback
arrangement are gppropriate.

Clear judtification must exist when the proposed interest rate for the
non-guaranteed loan is significantly higher and/or the proposed maturity
is sgnificantly shorter than the SBA loan.

Thoroughly anayze both proposed financings and determine whether
the borrower's cash flow is sufficient to repay both the guaranteed and
non-guaranteed loans, as well as any other debt, under the terms and
conditions proposed for both loans.

Loansinvolving a piggyback arrangement must not be processed under
the preferred lenders program (PLP), LowDoc program, or SBA
Express procedures when the superior lien postion is held by the

participant.

(9) Reguirements Imposed on the First Position Lender

For its participation in a piggyback structure, the SBA requires that the lender

agreeto certain terms and conditions. |If the first position lender does not agree,

the piggyback second position loan can not be authorized. Thisisthe case

regardless of whether the first and second position lenders are the same or

different.

Effective: 12-01-00
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(a) Thefirst postion lender must waive any provisonsin its note or loan
documents that:

0] Allow future advances except advances made for the
reasonable costs of collection, maintenance, and protection of
lender's senior lien.

(i) Cross-collaerdize the loan with other non-SBA financings
provided by lender to borrower.

(iii) Have an early cdl feature.

(iv) Are payable on demand unless the lender's note is in default.

(V) Contain adefault interest rate, alate payment charge, or a
prepayment pendty which is not subordinate to the lender's
position on this loan.

(b) The firgt position lender will subordinate any senior lien prepayment
pendties, late payment charges, or increased default interest to this loan.
Any advances made for reasonable costs of collection, maintenance,
and protection of lender's senior lien need not be subordinated. If such
subordinated amounts are paid to lender through purchase of the senior
lien, foreclosure, or consensual sde, lender agrees to apply such funds
to this Loan.

(c) For purposes of this section, liquid assets means cash or cash equivalent, including savi ngs accounts,
Cds, stocks, bonds, or other similar assets. Equity in real estate holdingsand other fixed assetsare not to
be considered liquid assets.

h. Which Assats Are Not Consdered "Liquid Assets?"

"Liquid assets' do not include: Closdy held non-marketable stocks; individua
retirement accounts (IRAS), 401K, Keogh, or other established retirement accounts
subject to withdrawal redtrictions or pendties; and other smilar assets. All other liquid
assats are subject to therule. 'Y ou should consider carefully the transfer of assets or
other actions of the applicant to avoid compliance with the intent of this provison. At a
minimum, liquid assats trandferred by applicants within 6 months of application for SBA
assistance will not be exempt.

Effective: 12-01-00
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Cash Surrender Vaues of Life Insurance

For purposes of the persond resources "test”, the cash surrender vadue (CSV) of life
insurance isaliquid assat unless the policy has been assigned as part of the requested
financing or assigned to an exigting loan. Under such circumstances, an individual's totel
personal liquid asset (including CSV) can be reduced by the lesser of the cash surrender
value pledged to secure a debt or the amount of the debt.  1f CSVswere not
considered liquid assets, an applicant might be able to circumvent the persona resource
requirement by using liquid assets to purchase alife insurance policy with this festure.

Additional Exemption for Pledged Liquid Assets

For purposes of the personal resources "test”, the liquid assets that serve as security on

other debt (obtained over 6 months from date of application) may be exempted from
the cdculation of totd available persond liquid assats. However, the dollar vaue of the
liquid assts that can be exempted must be no greater than the lesser of the amount of
the debt or the amount of the face vaue of the liquid assets securing the debt.

Examples#1: Applicant wants to acquire $325,000 in assets, borrow $250,000 viaan

SBA guaranty loan, and inject $75,000 from their own resources. The "totd financing
package” is $325,000. Therefore each person subject to the UPR rule has an
exemption equal to the higher of $487,500 ($325,000 times 1.5) or $500,000 [per
.120.102(a)]. Assume one of the principas has liquid assets of $700,000. If none of
these liquid assets are pledged to secure other loans, this principd is required to inject
$200,000, reducing the financing from $325,000 to $125,000.

Example #2: If the principa in example #1 had an exising loan with a bdance of

$100,000 and this loan was secured with $200,000 of their personal marketable
securities, the amount of tota liquid assets subject to UPR would be reduced by
$100,000 (the amount of the debt). If none of the principa’s other liquid assets serve
as security for any other loans, this principa would be consdered to have $600,000 in
non-exempt liquid assets and would be required to inject $100,000 ($600,000
avallable less $500,000 exemption), reducing the totd financing from $325,000 to
$225,000.

Effective: 12-01-00
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Example #3: If the exigting loan in example #2 was secured with $50,000 in marketable

securities plus a 2nd mortgage on the principa's personal residence, the amount of tota

liquid assets subject to UPR would be reduced by $50,000 (the amount of liquid assets

securing adebt). If none of the other liquid assets serve as security for any other loans,

this principal would have $650,000 in non-exempt liquid assets and would be required

to inject $150,000 ($650,000 available less $500,000 exemption), reducing the total

financing from $325,000 to $175,000.

The source of the injection would be the unpledged liquid assets.

QL.

Al

Q2.

A2.

Q3.

A3.

Effective: 12-01-00

Can apearson's liquid assets be exempt from being available for UPR

consderation if they may be needed to cover a contingent liability the individua
may be obligated to pay?

No. Nether the amount of the contingent liability or the amount of the liquid

asats which could be used to pay a contingent liability may be exempted from
the determination of tota available liquid assets for UPR purposes.

Does it make any difference whether the loan that a person's persond liquid

asets as security is a persona or business related loan?

No. Persona liquid assets that secure either apersona or business debt are

exempt from the caculation of totd liquid assets (up to the dollar amount of the
debt).

Does it make any difference when the loan (that is secured by persond liguid

assats) was obtained?

Yes. Persond liquid assets that secure any debt obtained within 6 months of an

application for guaranty to SBA are not exempt from the tota liquid assets
available under UPR.
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K. Pledaing Liquid Assets Rether Than Injecting Liquid Assets |

Liguid assets required to be injected into the business under the utilization of persond

resources rule can not be pledged as an dternative to injection.

. Do Personndl Resource Limits Affect Capitalization Requirements? |

The persond resource limits do not restrict the Agency's ability to require additiona
capitaization beyond that required by the persond resources policy if additiond
capitdization is necessary to make aloan credit worthy. Availability of persond
resources must be considered when evauating any change to the origind loan amount.

m.___ Reducing Ownership Interest |

Q.

How does SBA view the practice of aperson reducing their ownership interests

to avoid being subject to SBA's persona resources, character, and/or persona
quaranty requirements?

Per 13 CFR .120.10(3), the time during which an associate relationship exists
commences 6 months before the date SBA receives an application for business
loan assgance. The definition of associate includes dl individuas who own 20
percent or more of the gpplicant concern. These individuas are subject to: the ‘

utilization of persona resources rule; character evaluation viathe SBA Form
912 process, and the requirement to personaly guarantee the debt.

Under the regulation, if an individua who owns 20 percent or more of the
gpplicant firm changes their ownership percentage to less than 20 percent within
six months of applying for SBA business loan assistance, that individud is il |
subject to the requirements for persona resource utilization, good character,

and persond guarantee execution.

The only exception to the 6 month associate rule would be when ownersof 20 |

Effective: 12-01-00

percent or more of the gpplicant concern (individua and/or entity) completely
divedsther interest. Complete divestitureis not only divestiture of al
ownership interest but total removd from the applicant concern (and any
asociated EPC) in any capacity, including being an employee (paid or unpaid).
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Since credit dsawhere and character are factors of digibility and digibility is
determined at the time an application is received, the individua or entity must be
completely divested prior to application submission in order to not be subject
to:

(D .120.102 - The utilization of persona resourcesrule

(2) .120.110(n) - The determination that the principals are of good
character (includes reviewing the statement of persond history)

Since the requirements of .120.160(a) - personal guarantees are factors of
collaterd, SBA will permit aloan to be authorized without requiring an
individud or affiliate who would otherwise be required to guarantee, to be
omitted from having to quaranteg, if, and only if, they are completdly divested
prior to initid disbursement.

Effective: 12-01-00
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5. ELIGIBILITY OF FARM ENTERPRISES

.120.103 Arefarm enterpriseseligible?

Federal financial assistanceto agricultural enterprisesisgenerally made by the United States
Department of Agriculture (USDA), but may be made by SBA under thetermsof a Memorandum of

Under standing between SBA and USDA. Farm-related businesseswhich arenot agricultural enterprises
areeligible businessesunder SBA'sbusinessloan programs.

For purposes of SBA business |oan lending, the term "farm enterprises’ represents al for-profit
businesses engaged in agriculture, whether actualy engaged in the production of farm products
or engaged in activities in connection with this production. All farm enterprises are eigible for
SBA financid assstance and are to be treated the same as any other gpplicant except as
provided in this paragraph.

Financid assstance under the 504 loan program is only available for facility enhancement such
asfencing; diking; congruction of slas, barns, and hog and dairy facilities; and farm machinery
and equipment with the required economic life span. All farm enterprises are subject to the
same digibility rules as other gpplicants.

Agricultural Enterprisesinclude busnesses engaged in the cultivation of soil, producing
crops, and raising livestock.

Farm-Related Businesses are those which supply goods and services primarily used in
connection with farming.

a Which Agency Handles Applications from Farm Enterprises?

Lending to agricultural enterprises generdly requires specid understandings of the credit
factors unique to these types of businesses. The SBA processing personnd should be
generdly familiar with the U.S. Department of Agriculture (USDA) loan programs and
eigibility requirements. SBA personnd should not refer applicants back and forth
between USDA and SBA, particularly applicants clearly indigible for USDA assstance.
However, SBA does not want to accept and process cases where the applicant is
dready borrowing through USDA.

Asagenerd rule gpplications from agriculturd enterprises should gpply to USDA firdt.
If the application is declined or found to be indligible, an gpplication can be accepted by
SBA. Thesetype of businesses should be encouraged to contact the appropriate
USDA office for assistance.

All applications from agricultura enterprises should include an explanation of the
outcome of the contact with USDA. Applications from farm-related businesses should

Effective: 12-01-00
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be accepted by SBA with out any indication of contact with USDA.

b. Referralsto USDA

Applicants normaly should not apply to two Federal agenciesto borrow fundsfor a
sgngle purpose. Therefore, if either Agency can make the entire loan, it must not refer
the gpplicant to the other agency for part of the needed funds.

Applicants who are denied USDA assistance for any reason, including lack of USDA
funding, may contact SBA for assstance. However, gpplicants denied by USDA for
credit reasons are rarely found credit worthy for SBA's|oan program.

C. Use of Proceeds for Farm Enterprises

L oan proceeds for both 504 and 7(a) programs may be used for:

1 The purchase of land, buildings, and land improvements (fencing, irrigation
systems, congtruction of dikes, silos, barns, cranberry bogs, hog, and dairy
facilities, etc.);

2. Congtruction, renovation, or improvement (including water systems) of farm
buildings other than residences; and

3. The purchase of farm machinery and equipment.
In addition, loan proceeds may aso be used in the 7(a) program for:

4, Operating expenses directly related to the farming operation, excluding persond
or family living expenses;

5. The purchase of seed and the acquisition of animals, and
6. Refinancing of debt related to the farming operation, excluding persond or

family debt, providing the refinancing meets Agency policy regarding
refinancing.

Effective: 12-01-00
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6.  ELIGIBILITY OF BUSINESSES FINANCED BY A SBIC

.120.104 Arebusinessesfinanced by SBICseligible?

SBA may make or guarantee loansto a businessfinanced by an SBIC if SBA'scollateral position will be
superior tothat of the SBIC. SBA may also make or guarantee aloan to an otherwise eligible small
businesswhich temporarily isowned or controlled by an SBIC under theregulationsin part 107 of this
chapter. SBA neither guarantees SBIC loansnor makesloansjointly with SBICs.

a What Congderation is Given to Businesses with SBIC Financing?

Since asmdl businessinvestment corporation (SBIC) may supply ether loans or equity
capital, an SBIC may be a source of part or al of an gpplicant's needs. Referrd to an
SBIC is gppropriate when the gpplicant's financia need is likdly to be met by the SBIC
program. The SBA may approve aloan subject to a condition that the applicant obtain
junior financing from an SBIC. Carefully consder the totd financid requirements of the
business and the protection of the Government's interedts.

b. Applicants Controlled By SBIC's

Q. What Must Be Considered When Making a Loan to an SBC Temporarily
Owned or Controlled by an SBIC?

A. The SBA may make or guarantee aloan to an otherwise digible small busness
temporarily controlled by an SBIC if:

The SBIC assumed control under provisons related to its financing of the
business, and

The SBIC filed a control certification with the Associate
Adminigrator/Investment Divison.

If an SBIC owns 20 percent or more of the small business, the SBIC must guarantee
the SBA loan unless the loan is made under EWCP.

Effective: 01-29-99
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7. SPECIAL CONSIDERATION FOR VETERANS

.120.105 Special consideration for veterans. - SBA will give special consideration to a small business
owned by a veteran or, if the veteran chooses not to apply, to a business owned or controlled by one of the
veteran'sdependents. If theveteran isdeceased or permanently disabled, SBA will give special
consideration toone survivor or dependent. SBA will processthe application of a business owned or
controlled by aveteran or dependent promptly, resolve close questionsin the applicant'sfavor, and pay
particular attention to maximum loan maturity. For SBA loans, a veteran isa person honorably

dischar ged from active military service.

What Specia Condderation is Given Veterans by SBA?

1) The SBA will provide in-depth management counsdling on the firgt interview.

2 The SBA will provide prompt processing of the gpplication of abusiness owned or
controlled by a veteran or dependent.

3 Each SBA fidd office will designate a least one staff person astheir veterans
representative.

4 The SBA must resolve close questions in the applicant's favor.

) The SBA must congder dlowing maximum loan maturity for repayment.

Effective: 01-29-99
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8.  INELIGIBLE TYPES OF BUSINESSES FOR BUSINESS LOANS

.120.110 What businesses areineligible for SBA businessloans?

By datutory provisonsin the Act, regulatory provisonsin 13 CFR and policy, some types of
businesses are not digible to receive business |oan asssance from SBA.

How Does SBA Determine Whether aBusinessis Indigible by Its Type of Business?

Firdt, decide the primary business activity of the gpplicant. Thisis normally based on what the
SBC sdIsand towhom it sdIsit. For example, it may be aretall, manufacturing, wholesale or
service business. Second, determine whether it is one of the types of business deemed indligible
by SBA regulations and policy. SBA may not make aloan to an SBC for the benefit of an
indligible affiliated business.

Thefollowing types of businessesareineligible:

The SBA may not provide financia assistance to any businesses engaged in the following
activities.

a Non-Profit Businesses

(@) Non-profit businesses (for-profit subsidiariesare eligible);

Section 2(a) of the Smal Business Act directs the Agency to assst businesses which
preserve free, competitive enterprise. Therefore, the Agency may not make loans to
charitable indtitutions or other non-profit enterprises.

Q. Is there an exception to thisrule?

A. Section 7(a)(10) of the Small Business Act authorizes SBA to make loansto
any public or private organization qualifying as a sheltered workshop under the
DAL-1 program (see subpart C for adiscussion of the DAL program).
However, funding for this program currently is not available.

b. Businesses Engaged in Lending

(b) Financial businessesprimarily engaged in the business of lending, such as banks, finance companies,
and factors (pawn shops, although engaged in lending, may qualify in some circumstances);

Effective: 01-29-99
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@ Lenders create and hold interest-bearing notes. The act of holding such notes
for their potentid investment income is counter to SBA's philosophy that asmal
bus ness should occupy the time, attention, and labor of the owners/operatorsin
the continua task of providing goods and services and not with enterprises
which merdly hold property.

The SBA must not make loans to provide funds to enterprises primarily
engaged in lending or investment, nor to an otherwise digible enterprise for the
purpose of financing investment not related or essentiad to the enterprise. This
prohibits loans to banks, life insurance companies, finance companies, factors,
investment companies, and other businesses whose stock in trade is money and
which are engaged in financing. This dso prohibits aloan to finance the
congtruction, acquisition, conversion or maintenance of any property, red or
persond, tangible or intangible, which is held by the owner for the income that it
may produce.

2 The following are exceptionsto this regulation.

@ A pawn shop or an otherwise digible business w