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The purpose of this Notice is to establish SBA policy regarding the circumstances under which SBA will allow lenders to enter into an interest rate swap on a Section 7(a) guaranteed loan.

What is an interest rate swap contract?

An interest rate swap is a contract between two parties where one party pays a fee in exchange for an agreement by the other party to pay any interest in excess of an established amount.  The contract may last for all or part of the term of the loan.  The swap contract relates only to the payment of interest.

Example:  Suppose a borrower has a prime plus two interest rate on a Section 7(a) variable rate guaranteed loan (presently 11.5 percent).  The borrower could purchase an interest rate swap contract that would set the interest rate at 11.95 percent.  In exchange for taking the risk that interest rates will exceed 11.95 percent, the borrower compensates the swap seller as part of its payment.  In this example, the difference is between the initial variable rate and the cost of establishing a fixed rate fee is 45 basis points.  This differential will rise and fall with changes in the financial markets.  If interest rates rise above 11.95 percent, the borrower would continue to pay the fixed rate of 11.95 percent and the counter party would pay the difference above 11.95 percent to the lender.  The ability to stabilize the amount of the loan payment each month is the benefit to the borrower.  The swap seller is using the excess interest received to purchase interest rate futures contracts as a hedge against future rate increases.

What are SBA policies regarding interest rate swaps?

Some participating lenders have asked SBA for authority to sell interest rate swap contracts to their small business borrowers that have SBA guaranteed loans.  SBA has researched this issue and has concluded that interest rate swaps can be a valuable tool for borrowers to manage their cash flow.  They can also protect against defaults caused by significant increases in a loan’s interest rate.  A swap contract does not change in any way the terms and conditions of the SBA guaranty.  Therefore, SBA does not object to the use of interest rate swaps as long as such swaps are structured in accordance with this Notice.  

Effective immediately, the following policies will guide the use of interest rate swaps in the 7(a) Guaranty Loan program:

1.  The interest rate swap contract will be in the form of a two-party contract between the small business borrower and the lender.  

2.  The interest rate swap contract does not affect the amount of money owed by the borrower to SBA in the event SBA purchases the guaranty.  Interest owed to SBA at the time of a borrower default will be calculated using the base rate and spread in the variable interest rate note.  During the time SBA owns the loan, the borrower/original lender will be responsible for making sure SBA receives interest at the rate in the note, not on the swap contract.

3.  SBA will not be responsible if the swap seller defaults during the life of the contract.  The borrower will be liable for the interest as required in the note.  

4.  Loans with accompanying interest rate swap contracts may be sold on the secondary market.  The lender is still required under the secondary market contract (SBA Form 1086) to forward interest and principal required under the original terms of the loan.  It will be the responsibility of the lender to work with the swap seller to make sure funds are available for submission to the fiscal and transfer agent according to the time schedule in the Form 1086.  

5.  At this time, there will be no standard SBA authorized interest rate swap contract.

6.  The full amount of the principal and interest required under the note must be reported by the lender on the Form 1502.

7.  SBA will not review swap contracts for borrowers or provide guidance on their use.  While swap contracts should not have a significant impact on the cost of the loan, SBA will not publish any guidelines on the cost of these contracts.  It is expected that competitive forces will control the cost.  

8.  The borrower must sign a statement acknowledging that interest will be calculated at the note rate if the swap contract is terminated.

What steps must a lender take if it chooses to offer interest rate swap contracts to its borrowers?

Because the Small Business Act does not make a reference to interest rate swaps, SBA cannot guaranty them and must rely on the terms of the note when determining how much will be paid if a guaranty is purchased.  Therefore, if a lender wishes to use an interest rate swap on an SBA guaranteed loan, the following statement must be included in the swap contract that is executed by the borrower and the swap seller:

“The Small Business Administration is not a party to this contract and does not guaranty it.  In the event SBA is called upon to honor its guaranty to the lender, the borrower’s debt will be determined by the terms of the note, including the variable interest rate provision.”

Can a borrower purchase an interest rate swap contract from an entity other than the lender?

Initially, SBA requires that the swap seller also be the lender.  SBA is considering alternatives that would make swap contract available to lenders that do not offer swap facilities.  We will notify SBA field offices if and when such an arrangement is completed.  Limiting the swap sellers in this manner will help coordinate payment of the lender and secondary market investor by the swap seller.

Can a borrower purchase a swap contract for an existing loan?

Yes, swap contracts are not limited to new loans.

Should a borrower obtain a swap contract for the full term of the loan?

The borrower should consider the following items when determining how long the swap contract should last:

1. The swap contract does not have to last for the entire length of the loan agreement.

2. Depending on interest rate movements, there may be a cost to the borrower to terminate a swap contract or the borrower may receive a rebate.  Using the example above, if the borrower wanted to refinance prior to the termination of the swap contract when interest rates were lower than the 11.95 percent rate on the swap contract, he or she would have to pay a fee to the swap seller.  If rates were higher than the 11.95 percent rate, the swap seller would refund some money to the borrower.

3. Most SBA loans do not last for the full term.   

We will review this policy after 12 months to assess the impact on SBA lending programs.  Any questions from SBA staff regarding this notice should be referred to Jim Hammersley at:  James.Hammersley@SBA.GOV.  Questions from lenders or other parties outside SBA should be directed to the local SBA field office.  

____________________________

Aida Alvarez

Administrator

Expires: 1-01-02
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