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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

Effective: 12-01-97



SUBPART "A" SOP 50-10(4)

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
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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

11




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

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

25



SUBPART "A" SOP 50-10(4)(B)
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 which provides financing
can be deemed digible if more than 50 percent of itsincome for the
previous year was from the sde of merchandise rather than from interest
on loans.

(b) An othewise digible busness that provides financing in the regular
course of its business (like a business that finances credit salesor a
franchisor that provides financia help to its franchisees) isdigible
provided itsincomeis not solely or primarily from financing conditiond
sdes contracts. A financing subsidiary established by an digible
busnessisnat digible.

(© A mortgage lender that creates investments such asinterest bearing
notes by the act of lending may be digible, if they immediately sdl the
notes for afee and recaive absolutely no interest income.

(d) A check cashing business, dthough dedling exclusively with cash and
near cash inventory, can be deemed digible because the business uses
the cash to provide a service.

Effective: 01-29-99
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C. Passive Holder of Real and/or Persona Property

(c) Passive businesses owned by developersand landlordsthat do not actively use or occupy the assets
acquired or improved with the loan proceeds (except Eligible Passve Companiesunder .120.111);

The nature of the business makesit active or passve. Anindigible passve SBC holds
real and/or persond property to receive rent or lease income and does not provide
aufficient servicesin its business activity to deem it an active rather than a passve
business. Whether the revenueis caled rent or whether aportion of its spaceis leased
out is not relevant to the determination of whether the business has sufficient servicesto
be considered active.

Examples of active digible busnesses are:

@ Hotels, motels, trailer parks (i.e. RV parks), campgrounds, or smilar types of
business deriving 50 percent or more of their gross annud income from
trangentswho stay for 30 days or less a atime;

2 Resdentid care facilities such as nursing homes providing subgtantid servicesin
addition to room and board (such as 24-hour attendance and supervision of
daily living) (See Chapter 2, paragraph 15.d of this Subpart);

3 Equipment rental businesses, unlessthey have long-term leases without
providing any dgnificant services during the lease term (such asleasing trailers
for months or years at atime);

4 Antique mals, office suites, marinas, and equestrian centersiif they provide
sufficient services.

Mini-warehouses, shopping centers, flea markets, mobile home parks, and most
parking lot operations are normdly not digible because they ordinarily do not provide
aufficient services. This does not preclude financing the construction of a parking lot for
use by employees and customers of an otherwise eligible business when the parking lot
gpaces are not for rent or lease. Apartment buildings are not digible.

The basc test between digibility and indigibility becomes whether the applicant has a

resl estate operation where some services are provided (indligible), or aservice
business with some red estate component (digible).

An ineligible passive business cannot obtain an SBA loan for any purpose, including to
purchase or congtruct a building for its own use.

Effective: 12-01-00
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d. Life Insurance Companies

(d) Lifeinsurance companies;

Life insurance companies are not eigible because they are actively engaged in the
busness of investing. They invest their premium income to maintain a predictable, ready
contingent cash reserve,

The SBA may provide financid assistance to life insurance agencies that qudify as
independent contractors, even if they write insurance for only 1 company. See Opinion
Digest (O.D.) 154 O.D. 203 at page 2278 for the standards to use to determine
whether an insurance agent who works for 1 company qudifies as an independent
contractor. Lifeinsurance brokerages are indligible because they assume the risk of
policy coverage until the lifeinsuranceis placed.

Casudty companies are digible only to acquire or renovate fixed assets. SBA financid
assistance may not be used to enable such companies to increase their capacity to write
additiona business.

e Business L ocated in a Foreign Country or Owned by Aliens

(e) Businesseslocated in aforeign country (businessesin the U.S. owned by aliens may qualify);

Anayss must be concerned with a number of issues when considering loans that could
in anyway involve a"foreign" dement. This paragraph addresses some of these issues.
Paragraph 15h and 15i in this subpart and chapter address related issues.

A business |located in aforeign country with no activitiesin the United Saesisindigible
for SBA financid assstance. Busnesses with both domestic and foreign
|ocations/operations can not use SBA loan proceeds to benefit the foreign
location/operation. Foreign-owned businesses that operate in the U.S. are subject to
other specid requirements. Businesses owned by illegd diens are indigible. Busnesses
involved in international trade are subject to U.S. trade restrictions.

To be digible an aoplicant must have aplace of busness located in the U.S.; must
operate primarily in the U.S.and be authorized to operate in the sate where they seek
SBA financid assstance; pay taxes to the U.S.; use American products, materids, and
labor; and the proceeds must be used exclusively for the benefit of the domestic
operations. Asaresult the business and its employees are subject to U.S. and loca
taxes.

Effective: 12-01-00
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The "United States' includes the 50 states, the Digtrict of Columbia, the Commonwedth

of Puerto Rico, the Territories and Possessons, and the Trust Territory of the Pacific

Idands.

The following restrictions are placed on busnesses with "foreign" dements. These

redtrictions can render an application indigible or at least cause it to be re-structured.

Andys should be familiar with these redtrictions.

(1)

Redtriction on Foreign L ocated Businesses

An applicant with no place of busness in the United States is not digible. An

2

American subsdiary of aforeign-owned busnessisnot indigibleif itis
authorized to operate in the state or territory where it intends to conduct its
operations.

Restrictions on Domestic Businesses with Foreign Operations

U.S. owned businesses that conduct operationsin both the U.S. and elsawhere

3

can not receive loan proceeds that benefit the foreign operations. This means
the proceeds must be used exclusively for the benefit of the domestic
operations. 13 CFR .121.105 aso addresses thisissue.

Small Businesses Owned by Foreign Nationds or Foreign Entities

A smdl business owned by aforeign nationd or aforeign entity must have a

place of business located in the United States and must comply with the other
requirements of subparagraph (€).

In addition, businesses owned by foreign nationals or foreign entities are subject

(4)

to the same requirements as those imposed on businesses owned by persons
with temporary visas as specified in Subpart A, Chapter 2, paragraph 15h.

Redtrictions On Businesses Owned By Undocumented (1llegd) Aliens:

Section 2(i) of the Smal Business Act prohibits providing business loan funds to

Effective: 12-01-00

individuas not lawfully within the United States. Also, SBA must not make
loans to businesses owned by individuas not lawfully in the United States. The
SBA may congder financiad assstance to legd dien applicants.  Subpart A,
Chapter 2, paragraph 15h, provides more information on loans to aiens.
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Determining the digihility and establishing the terms and conditions of 1oans to busness

owned by diens requires extra care to ensure compliance with SBA's rules and policies
in addition to various laws. Lenders and CDCs must verify the INS status of dl diens
and dl naturdized citizens who control or own 20% or more of any smdl business
applicant. Paragraph 15h of this Subpart provides more details on the verification

Process.

(5) Redtrictions on Busnesses Involved in Internationd Trade

Busnesses that trade internationaly are subject to the trade restrictions imposed

by the U. S. Government. SBA can not provide financid assstance to any
busness that conducts prohibited commercid activity with acountry identified
by the U.S. Government, even if the proceeds would only benefit domestic
operations. Subpart A, Chapter 2, paragraph 151, provides more information

on this subject.

Businesses Sdlling Through a Pyramid Plan

(f) Pyramid saledistribution plans;

Pyramid sales digribution plans are indligible for SBA assgtance. Many multilevel sdes
digribution plans (MSDP) resemble pyramids in many respects but may il be digible.
They areindigibleif al of the following factors are found in the MSDP.

(@D} The recruitment of a continuous chain of subdistributors with little or no territory
protection. The plans often provide payment for the mere act of recruitment.

(2*  Theuseof multileve digtributors, with levels of didiribution related to
recruitment of subdigtributors, and with higher-level didtributors receiving
bonuses, commissions, discounts, or other benefits not available to lower-leve
distributors but derived from the efforts (sdes) of lower-level distributors.

3 The door-to-door sale of products, "house parties,”" sales meetings, or seminars
rather than retail store locations.

4 The sdle or purchase of distributorships involving a substantid investment, with
part of the purchase price being payment for a substantid initia non-returnable
product inventory.

Effective: 12-01-00
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) The use of exaggerated promises or clams of income for a distributor.

An MSDP which includes some but not al of the above dements may be digible or
indigible You mugt consder digibility carefully and addressit thoroughly in the loan
officer'sreport. 'Y ou mugt include in the credit investigation, an examination of the
experience of the gpplicant with such sales efforts, the potentia ability of the applicant to
sl the digtributor's product in the gpplicant's ses territory and the success or failure of
exigting subdigtributorsin sdling of the didtributor's product. If the gpplicant isthe
primary digtributor or the franchiser, thoroughly investigate sdesto ultimate consumers
of the product and, if possible, determine whether consumers make repeat sales or
purchases.

* |f factors like those in item (2) above are present in an gpplicant's plan, such as
compensation that flows to higher-level digtributors from the sales of an extensve chain
of subdidributors, the caseismogt likely indigible.

o} Businesses Engaged in Gambling

(g) Businessesderiving morethan one-third of grossannual revenue from legal gambling activities,

Otherwise digible smal businesses that obtain one-third or less of their annua gross
income from legd gambling activities may be digible if the income is derived from:

1) Officid State |ottery ticket sdes under a State license; or

2 Gambling activities licensed and supervised by date authority in those states
wherethe activitiesare legd.

For purposes of this section, gross annud revenue from legd gambling activities includes
rental income from gambling activities.

The income atributable to an SBC from the sde of officia date |ottery tickets under a
date license is only the commissions from those sales, not the purchase price. Lottery
ticket sdles are funds collected for the state by the SBC. The SBC only benefits from
the commissons on the sdles.

If the purpose of the business is gambling, such as a pari-mutuel betting racetrack or a

gambling cagino, it is conddered to derive dl of itsincome from gambling and is not
eligible, regardiess of the percentage of grossincome derived from gambling.

Effective: 12-01-00
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h. lllegd Busnessss

(h) Businessesengaged in any illegal activity;

The SBA must not gpprove loans to borrowers that are engaged in an illegal activity.
The SBA must not aso make loans to borrowers that make, sell, service, or distribute
otherwise lega products or services when these products or services will be specificaly
usd in connection with anillegd activity, unless such use can be shown to be
completely outside of the borrower's intended market. Loansto firmsthat sell drug
pargpherndiain areas where they are not legd, aswdl as busnesses that illegaly
dispense drugs, dispenseillegd drugs, or operate ahotd or motd that permitsillega
prodtitution are indigible. Exercise prudent judgment and primarily consider whether the
use of taxpayers fundsis proper to finance the enterprise.

Q. Does this mean we can not make aloan to acompany that manufactures
surgica needles because these same needles may be used for illegd activity?

A. No, this type of business would not be prohibited from receiving aloan based
on this regulation unless the firm knowingly permitted the digtribution of this
product for illega purposes.

I. Businesses Which Restrict Patronage

(i) Private clubsand businesseswhich limit the number of member shipsfor reasonsother than capacity;

Any business that uses exclusonary devicesthat result in selective memberships or
patronage isindigible. While abusiness may limit the number of people using afecility
a any given time to comply with hedlth and safety requirements, memberships quotas,
or limitations are not dlowable. For example, amen's only or women's only hedth club
isnot digible. Separate facilities may be provided for men and women in hedth clubs,
provided the arrangements are based strictly on privacy concerns.

J- Government-Owned Entities, Excluding Native American Tribes

(1) Government-owned entities (except for businesses owned or controlled by a Native American tribe);

Effective: 12-01-00
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@ Redtrictions On Government-Owned Entities

To avoid duplication of services, SBA may not provide business loansto assst
municipdities or other political subdivisions, either directly or indirectly, snce
financid assgance is available to such entities from other Federd agencies.

2 Specid Requirements Applicable to Native American Businesses

A smdl business owned in whole or in part by a Native American tribe may be
eigible despiteitstribal ownership, provided it meets al other SBA
requirements for loan applicants. The tribeitsdf isa Governmentd entity and is
not eigible

The small busness must establish that it is a separate legd entity from the tribe
and must submit the document that authorizes its existence. It can be a State-
chartered corporation or an enterprise established by tribal charter, ordinance,
or resolution.

For an entity chartered or otherwise created by atribe, examine the tribe's

condtitution, articles of incorporation, bylaws, ordinances, and resolutions to

ensure;

@ The tribe has authority to establish the gpplicant; and

(b) The tribe waives sovereign immunity with respect to the collaterd for
the loan and collection of the loan from the borrower, OR agreesto a
"sue and be sued" clause specificaly naming U.S. Federd courts as
"courts of competent jurisdiction.”

Subpart A, chapter 2, paragraph 14.f. provides more information on loansto Native
Americans.

Effective: 12-01-97
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k. Busnesses Engaged in Promoting Rdligion

(k) Businessesprincipally engaged in teaching, instructing, counseling or indoctrinating religion or
religious beliefs, whether in areligiousor secular setting;

The SBA gl not provide financing to businesses whose principa activities are
teaching, ingructing, counseling, or indoctrinating religion or reigious bdiefs. Otherwise
eligible smal busnesses are not indligible merely because they offer religious books,
music, ceremonid items and other religious articles for sde or provide services that
encourage mord and ethicd vaues. To determineif the businessis so principaly
engaged, the overdl activities and business environment must be considered.

For-profit concerns owned by non-profit religious entities or their affiliates may be
eigiblefor SBA financid assganceisthey are otherwise digible for-profit concerns
(such as grocery stores or gift stores) and these for-profit businesses are not principally
engaged in teaching, ingtructing, counsdling or indoctrinating religion or reigious beliefs.

QL.

Al

Q2.

A2

Effective: 12-01-97

What types of business are generdly digible under thisrule?

The following for-profit entities are generdly digible provided the busnessis not
affiliated with ardigious organization and its activity is not so influenced by
religion or religious beief thet it risesto the leved of rdigious teaching, ingructing,
counsdling or indoctrination activities:

1) Stores which limit their activities to the sdle of tangible products like
religious books, music, artifacts, gifts, or other like items;

2 Broadcasters which play rdigious musc;

3 Publishers of religious newspapers, journas, or other reigious
publications, and

4 Deveopers and marketers of religious computer software.

How do we process |oan applications which appear to involve teaching,
ingructing, counsding or indoctrination of religion or religious beliefs?

Refer such gpplications to Digtrict or Branch Counsdl for review and alegd
opinion asto digibility. If necessary, counsel should make afactud inquiry.
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Q3.
A3.

SOP 50-10(4)
What will counsd consder?

(@D} The nature, extent, and overdl effect of the religious activity;
2 Whether the business is connected or affiliated with ardigious
organization.

If Didtrict or Branch Counsd makes a preliminary determination that the
goplicant isindigible, forward the case file and dl applicable information through
the Director, Office of Loan Programs (D/OLP) to the Office of
Litigation/OGC. The Generd Counsd or designee makes the fina Agency
determination asto legd digibility under thisrule. Thefind decison asto
program digibility remains with OFA program officids with ddegated authority.

l. Cooperatives

(I) Consumer and marketing cooper atives (producer cooper ativesare eligible);

QL.
Al

Q2.
A2.

Note:

Effective: 12-01-97

Why are consumer and marketing cooperative indigible?

SBA's business loan programs were established to assst smal business entities,
not individuas in their capacity as consumers. Consumer and marketing
cooperatives are established for the benefit of their members asindividuals,
since the members can obtain lower prices for items which they persondly
consume. Since aconsumer or marketing cooperative does not benefit the
actua co-op entity or the membersin a business cgpacity, it isindigible.

When isa producer cooperative digible?

A producer cooperative may be digible for SBA financid assistance because
the financial benefit the cooperdtive receives goes to the members who are
producers and, therefore, business entities. A producer cooperative is eigible
for busness|oan assgance if:

(@) It isengaged in abusness activity; AND

2 The purpose of the cooperative is to obtain financia benefit for itsdf as

an entity AND its membersin their capacity as businesses.
Each member of the cooperative must be small.
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m. Businesses Engaged in Loan Packaging

(m) Loan packagersearning morethan onethird of their grossannual revenue from packaging SBA

loans;

Q.

A.

Does this prohibition aso gpply to businesses doing essentialy the same thing
even if they cdl themsdves something other than "loan packegers'?

Yes digihility is based on the business activity, not the title under which the
business operates.

n. Businesses Owned by Persons of Poor Character

(n) Businesseswith an Associate who isincar cerated, on probation, on parole, or hasbeen indicted for a
felony or a crime of moral turpitude;

QL.
Al

Q2.

A2.
Qs.

A3.

Q4.

A4.

Effective: 12-01-97

How are these applications treated by SBA?

The SBA will not knowingly accept these applications for processing. Good
character isarequiste for SBA assstance. In addition, repayment ability is
uncertain since probation or parole can be revoked.

May we accept an application when parole or probation is lifted solely because
it isan impediment to obtaining an SBA loan?

No, the character issue gill remains and there is no evidence of rehabilitation.
May we accept an gpplication when an individua was, but is no longer, under
indictment for afdony or acrime of mord turpitude?

Yes, if theindividua was acquitted or the indictment was dismissed and they are
not incarcerated, on probation or on parole for such an offense.

Isan gpplication digible if an associate of the businessis on some form of pre-
trid diverson?

No, therisk isthe same asiif the individua had been convicted and ison
probation or parole. A violation could cause the individud to be incarcerated,

jeopardizing repayment ability.
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Q5.
A5.

SOP 50-10(4)
What does "mord turpitude’ mean?

Mord turpitude is conduct contrary to justice, honesty, modesty, or good
moras. Court decisions have included convictions for tax evason, vandalism,
making a fase statement, indecent exposure, bribery, and burglary, among
others. For SBA purposes, financia crimes such as embezzlement are included.
It is not necessary for the act to be afelony. 1t can be a misdemeanor under
loca datute.

0. Equity Interest by Lender, CDC, or Associates In Applicant Concern

(o) Businessesin which theLender or CDC, or any of its Associates owns an equity interest;

Neither alender, aCDC, nor any of their associates may obtain an equity postion,
ather directly or indirectly, in the applicant firm. The only exception is where the
associate of the lender or CDC isan SBIC, in which case the requirements of .120.104
apply. See 13 CFR .120.140for alist of ethica requirements that apply to

participants.

p. Businesses Providing Prurient Sexud Materid

(p) Businesseswhich:
(2) Present live performances of a prurient sexual nature; or
(2) Derivedirectly or indirectly morethan de minimis grossrevenuethrough the sale of products
or services, or the presentation of any depictionsor displays, of a prurient sexual nature;

QL.

Al

Q2.
A2,

Effective: 12-01-97

What is the procedure for applications when the business gppears to have a
prurient sexua component?

You must refer al loan applications by businesses whose activities gppear to
involve the sale of products or services, or the presentation of performances,
depictions, or displays that apped to a prurient sexud interest to field counsd.
Feld counsd will review these applications and provide alegd opinion on the
digibility of the busness

When isabusiness not digible because of prurient sexud component?

A businessisnot eigible for SBA assganceiif it presents live performances of a
prurient sexuad nature or it derives more than a de minimis gross revenue,

directly or indirectly, through the sale of products or services or the presentation
of any depictions or displays of a prurient sexud nature.
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Q3.
A3.

Q4.
A4.

Q5.
AS.

Q6.
AG.

Effective: 12-01-97

SOP 50-10(4)
Why are these businesses indigible?
By law SBA must congder the public interest in granting or denying financid
assigance. The SBA has determined that financing lawful activities of an
obscene or prurient sexud nature is not in the public interest.
What will field counsel consider to determine if the gpplication is digible?
Field counsd must consider:

@ Whether the nature and extent of the sexua component causesit, in
view of community standards, to be prurient; and

(20  Whether the business receives more than a de minimis gross revenue
from the sexua component.

What happensif | do not agree with field counsdl. s opinion?

Feld counsd mugt give alegd opinion asto the impact of the prurient sexud
component on digibility. If you disagree with that opinion, make every effort to
reach an accord. If an accord can not be reached, present the issue to the DD
who will render the find decison.

What is meant by the term "de minimis'?

For the purposes of this policy, "de minimis" means the business derives such a
amadl portion of its revenue from the specified activity or activitiesthat it has no
sgnificant impact on its operations.

Under Section 4(e) of the Small Business Act, SBA may not provide any

assistance to any business or person engaged in the production or distribution of
any product or service that has been determined by a court to be obscene.
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g. Prior Loss to the Government

(q) Unlesswaived by SBA for good cause, businessesthat have previoudy defaulted on a Federal loan or
Federally assisted financing, resulting in the Federal government or any of itsagencies or Departments
sugtaining alossin any of its programs, and businesses owned or controlled by an applicant or any of its
Associates which previously owned, operated, or controlled a business which defaulted on a Federal loan
(or guaranteed a loan which was defaulted) and caused the Federal government or any of itsagenciesor
Departmentsto sustain alossin any of itsprograms. For purposes of this section, a compromise
agreement shall also be considered aloss;

For purposes of thisregulation, "Federd loans or Federdly asssted financing” is defined
as any financid obligation requiring repayment which was provided by an agency of the
Federa Government and which requires aloss to be reported in the Government-wide
delinquent debt collection reporting system known as the Credit Alert Interactive Voice
Response System (CAIVRS). Thisincludes any loan made directly or
guaranteed/insured by any Federal agency as wedll as any unreimbursed advance
payments under 8(a) or smilar programs by any Federa agency. It also includes
Federd Government backed student loans and disaster loans (excluding any amount
forgiven as a condition of the loan at the time of origination).

Ql.  Howis"loss' defined?

Al.  For purposesof thisregulaion, "loss' means the dollar amount of any deficiency
which has been incurred and recognized by a Federd agency &fter it has
concluded its write-off and/or close-out procedures for the particular account.
Such procedures include the following:

(@) The sdle or other digpogition of collateral acquired after default;

2 Compromise, i.e., resolution or settlement of aloan balance for less
then the full amount due;

3 Bankruptcy by aborrower and/or any guarantors; and

4 Any unreimbursed advance payments by a Federa agency.

Q2. What obligationsto SBA are subject to this rule?

A2.  Any obligation under the 7(a) loan program, 504 loan program, 7(m) microloan
demondtration program, 7(b) disaster loan program; or created as the result of a
note receivable, through the establishment of a COLPUR (collaterd
purchased), 8(a) advance, or otherwise.

Effective: 12-01-00
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Q3.
A3.

Q4.
A4,

Q5.
A5,

Q6.
AG.

Q7.

AT.

Q8.

Effective: 12-01-00

SOP 50-10(4)(E)
What are the procedures for obtaining awaiver of this regulaion?

The AA/FA or designee has the authority to waive the gpplication of this
regulation when it can be shown that there is "good cause” When there are
compelling circumstances, the digtrict office shall prepare a recommendation
and forward it Headquarters, dong with the didtrict's justification for concluding
that "good cause" has been shown by the applicant. The request must be
submitted from the Senior Economic Devel opment Supervisor leve or higher.

Use the 327 format to detail the cause for the action, the background of the
case, with particular focus on the details of the circumstances surrounding the
prior loss from the financia assistance previoudy provided. Also include aclear
explanation of the connection between the personnd associated with the prior
loss and the personnel requesting the new assistance. Didrict Counsdl
comments are to be included.

How doesthisrule apply?

This rule gpplies to the gpplicant or a predecessor, to any businessin which a
principa of the gpplicant was dso aprincipa in an entity on which aloss
occurred or to any business controlled by the same person(s) who controlled an
entity on which aloss occurred.

What are the definitions of "principd™ and "predecessor” in this rule?

"Principa” means any person who has at least a 20 percent ownership interest
in a business concern, whether direct or indirect. "Predecessor” means any
business entity controlled by the same person(s) who controls the applicant.

Are unpaid/delinquent taxes covered under the prior loss rule?

No. The Internal Revenue Service (IRS) does not provide financid assstance.
Debt due under the Interna Revenue Code of 1986 is exempt.

Is the loss which Federa Deposit Insurance Corporation (FDIC) incurs when
they sdll aloan off for adiscount covered by the prior loss rule?

No. When FDIC sdls off afaled lenders portfolio, the buyer pays less than the
face vaue of the notes but the obligors are till responsible for the full debt.

Under what circumstances have waivers been granted?
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A8.  When it can be shown that the individual associated with the business that
caused the loss had become disassociated from the business before
circumstances developed leading to the loss suffered by the Government.

Q9. Doesit make any difference that the prior debt, which isthe loss, was
compromised and no one ever told the effected person that they would be
barred from obtaining future Federd financia assistance?

A9.  No, when acompromise is accepted, pursuit of collections on the debt
compromised ends, and the case is closed. However, aloss has occurred. A
new loan is anew matter and is prohibited under .120.110(q). Thefactthatno |
notice was given isimmaterid.

010. Do we need awaiver of the prior loss rule from the AA/FA if the debt that was
the source of the prior lossispaid in full?

A10. No. If thedebt isfully satisfied, you may process the application without a
waiver from the AA/FA. Consideration of past ddinquencies on Federal debt
is part of the loan analysis process and does reflect on the applicant's character.

r. Palitica or Lobbying Activities

(r) Businessesprimarily engaged in political or lobbying activities, and
Q. What does "primarily” mean?
A. For purposes of thisrule, "primarily" means the bus ness spends over 50

percent of its business activity time on such activities or derives over 50 percent
of its gross annua revenue from such activities.

Effective: 12-01-00
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S. Speculation

(s) Speculative businesses (such as oil wildcatting).

QL.
Al

Q2.
A2.

Q3.
A3.

Effective: 12-01-97

How isthisrule applied?

The SBA may not provide financia assstance that will finance speculation in
any kind of property - rea or persond, tangible or intangible, directly or
indirectly. This prohibits |oans to an enterprise:

(@) Engaged in afinancaly risky business for the chance of an unusudly
large profit;

2 Profiting from fluctuations in price rather than from the usud course of
trade; or

3 Having inadequate assurance of an ability to repay aloan from the
earnings of the busness.

What are some examples of speculative businesses?
Speculative businesses include:

(1)  Wildcating in ail;

2 Deding in commodity futures;

3 Mining gold or slver in other than established fidds, and
4) Building homes for future sde.

Note: Congruction of homes for future sale with no sales contract in place
(spec homes) is digible under the Builder's CAPline program.

What are some examples of non-speculative busnesses?
Non-speculative businesses include:
@ A business, such asagran eevator, that hedges in futures commodity

trading in the course of ordinary operations to protect itsdf from price
fluctuations;
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2 A farmer who hedges his production of grain by buying futuresto
protect the price he or shewill get at marke;

3 A business engaged in drilling for oil in established fidds, and

4 A business engaged in building a home under contract with an identified
purchaser.

Q. Do the digibility criteria pecified in .120.110 through .120.131 apply only at
the time of gpplication, or are they aso applicable over the term of the loan?

A. Hligibility is determined at the time of gpplication. Once determined, digibility
must remain in effect through fina disbursement, otherwise there would be an
adverse change. However, if the operation of an eligible concern changes after
fina disbursement so that if they gpplied for further financing they would be
deemed indligible, there is no impact upon the current [oan.

0. THE ELIGIBLE PASSIVE COMPANY (EPC) RULE

.120.111 What conditions must an Eligible Passive Company satisfy?

An Eligible Passive Company must use loan proceedsto acquireor lease, and/or improveor renovatereal
or personal property (including eligiblerefinancing) that it leasesto one or more Operating Companies
for conducting the Operating Company'sbusiness (refer encesto Operating Company in paragr aphs (a)
and (b) of this section mean each Operating Company).

(a) Conditionsthat apply to all legal forms:

(1) The Operating Company must be an digible small business, and the proposed use of the proceeds must
be an digible useif the Operating Company wer e obtaining the financing directly;

(2) TheEligible Passive Company (with the exception of atrust) and the Operating Company each must be
small under the appropriate size standardsin part 121 of thischapter;

(3) Thelease between the Eligible Passve Company and the Operating Company must bein writing and
must be subordinated to SBA'smortgage, trust deed lien, or security interest on the property. Also, the
Eligible Passive Company (aslandlord) must furnish ascollateral for theloan an assignment of all rents
paid under thelease;

(4) Theleasebetween the El igible Passive Company and the Operating Company, including optionsto
renew exer cisable solely by the Operating Company, must have aremaining term at least equal totheterm
of theloan;

(5) The Operating Company must be a guarantor or a co-borrower (with the Eligible Passive Company) of
theloan (in a 7(a) loan including wor king capital, the Oper ating Company must be a co-borrower); and
(6) Each holder of an ownership interest constituting at least 20 per cent of the Eligible Passive Company
and the Operating Company must guar anteetheloan (thetrustee shall execute the guar antee on behalf of
any trust).

(b) Additional conditionsthat apply totrusts.
Thedigibility status of thetrustor will determinetrust digibility. All donor stothetrust will be deemed
to havetrustor statusfor digibility purposes. A trust qualifying asan Eligible Passive Company may

Effective: 12-01-00
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engagein other activitiesasauthorized by itstrust agreement. Thetrustee must warrant and certify that
thetrust will not berevoked or substantially amended for theterm of theloan without the consent of SBA.
Thetrustor must guaranteetheloan. For purposes of thissection, thetrustee shall certify to SBA that:
(1) Thetrustee has authority to act;

(2) Thetrust hastheauthority to borrow funds, pledgetrust assets, and lease the property to the Operating
Company;

(3) Thetrustee has provided accurate, pertinent language from thetrust agreement confirming the above;
and

(4) Thetrustee hasprovided and will continueto provide SBA with atrueand completelist of all trustors
and donors.

.120.111 changes what was previoudy known asthe "dter ego” rule. The new nameisthe
"Eligible Passve Company” (EPC) rule. Like"ater ego," the EPC ruleis an exception, because
it details the requirements for alowing exceptions to SBA''s regulations which prohibit the
Agency from financing assets which are held for their passve income[.120.110 (¢)]. Under
both "ater ego" and EPC, the entity that receives SBA financid assstance is not the operating
smal business, dthough the "Operating Company” isthe ultimate beneficiary. However,
previoudy under "dter ego," there had to be a specific commondity of ownership between the
passive and operating companies. The EPC rule no longer requires commondity of ownership.

Q1.  Should the sizefactor of the EPC be combined with the size factor of the Operating
Company (OC) when determining size?

Al.  Theanswer depends on whether effilition exigs. If the EPC is affiliated with the OC,
then the two companies are combined. If thereis no affiliation between the OC and
EPC, each entity must be considered under the size requirement for its particular
industry.

The fact that the EPC is leasing the project property to the OC does not in and of itsdf
create an afiliation, even if the EPC and the OC are co-borrowers. (Please refer to

Part 121 of 13 CFR for definitions of afiliation. Some include common ownership,
common management, and contractud relationships.)

Effective: 01-29-99
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Q2.
A2,

Q3.
A3.

Q4.
A4.

SOP 50-10(4)(E)
How does SBA determine the sze sandard for the EPC?

The EPC, judt like the OC, must be digible asto size and type of business except for
being alowed to be passive.

@ Determine its primary indudtry, including any affiliates. An EPC may engagein
business activity other than leasing property to the OC.

2 Determine the maximum size standard for the loan program. The 7(a) and 504
loan programs have different Sze sandards.

Note: Some EPCs may be owned by individuds who have no effiliation (control over)
with any particular defined business. In these cases, the size standard (for both 7(a) and
504) shall be based on a Standard Industria Classification (SIC) Code of 6512 which
isfor an entity that owns and leases commercia buildings.

Must the EPC assign the |ease between the EPC and the OC?

By regulation, only an assgnment of rentsfor each OC isrequired. However, an
assgnment of lease for each OC isrequired if it:

@ Is necessary to perfect the assgnment of rents under state law, or

2 Is necessary for collateral purposes to enable SBA to exercise the tenant's
rights upon defaullt.

Can an EPC charge its OC lease payments that are higher than the loan payments?

No - with the minor exception that the lease payment or rent can include an additiona
amount to cover the EPC's expenses of holding the property, such as maintenance,
insurance and property taxes. To permit the EPC to charge arate of rent in excess of
the loan payment (market rent) would qualify the property as invessment red estate
which is prohibited by 13 CFR 120.110(c)

For loans to multiple OCs, the total of the lease payments must comply with the above

gatement.

Effective: 12-01-00
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Q5. A franchiser wants the EPC to lease the property to the franchiser; the franchiser will
then sublease the property to the OC. Isthiseligible?

A5.  No. Theleasefrom the EPC must be directly to the OC. There can be no intervening
entity. (Note: The OC is permitted to enter into alease/leaseback with the franchiser so
long asit is economic in nature with no prohibited control factors and no intervening
lease agreement between the EPC and OC.)

Q6. Cantheland just beleasaed from athird party and not purchased?

A6.  Yes, aslong asthe term of the lease, including options to renew isthe same or greater
than the SBA-guaranteed |oan or debenture.

Q7.  Who decides whether the OC is a guarantor or co-borrower?

A7.  TheOC, not the digtrict office, chooses whether it wants to be a guarantor or co-
borrower except in those stuations where the OC will have ownership of some of the
assets acquired from the loan; and the value of these assets should be reported on the
OC's business balance sheet. In these instances, the OC must be a co-borrower.
Examples of when the co-borrower structure must be used include:

1 When there is afixed asset component for the EPC and aworking capita
component for the OC [only adlowed under 7(a)]; or

2. When the EPC and OC are both acquiring only fixed assets (different ones) like
L&B for the EPC and M& E for the OC, and there is no working capitd in the
loan. [Thiscan be under either 7(a) or 504.]
Q8.  Who must guarantee this type of loan?
A8.  Each 20 percent or more owner of the EPC and each 20 percent or more owner of
each OC must guaranty the loan. Since the EPC rules are an exception tothe general |
prohibition againgt financing passive businesses, there are no dlowances for waivers of
the persond guarantee requirements.

NOTE: Each 20 percent owner of the EPC and each 20 percent owner of each OC must |
comply with the persona resourcestest.

Effective: 12-01-00

48



SUBPART "A" SOP 50-10(4)(E)
Q9.  Regarding ownership guaranties, there are established "exceptions to policy” dlowing a

waiver of aguaranty under certain circumstances. Can exceptions to policy be
processed if the SBA loan isto the EPC?

A9.  No. If thereisa20 percent or more owner of either the EPC or any of the OCsthat |
cannot or will not guaranty the loan, then the applicant for financia assistance cannot be
an EPC. An exampleisan Employee Stock Ownership Plan (ESOP). If an ESOP's
trust agreement prohibitsit from being a guarantor or co-borrower, then it cannot use
the EPC form of borrowing.

Q10. Arethere specid condderations regarding trusts?
A10. Thefollowing have been identified:

@ If the trustor - creator of the trust - is atype of business not digible for SBA
assigtance (for example, itisacasino or itislarge by SBA sze sandards), the
trust is not digible asan EPC.

2 Thetrug, asan EPC, is not limited to the activity of only leasing. It may engage
in anumber of activities. Thetrugt, itself, does not have to be smal by SBA
Sze standards.

3 To bean digible trust:

0] The trustee must warrant and certify that the trust will not be revoked or
subgtantialy amended for the term of the loan without SBA's consent;

(i) The trugtor (al donors) must guarantee the loan; and
@iy  Thedigibility gatus of the trustor will determine trust digibility.
4 Bendficiaries usualy do not have any control over the actions of the trust and,

therefore, do not have to meet the guaranty and persona resource
requirements.

Effective: 12-01-00
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Q11. Cantwo or more separately owned businesses be operating companies which receive
assstance from 1 loan to an EPC?

Al1l. Yes, provided the complete application was received by SBA on or after January 13,
1999.

Q12. Canandigible EPC participate in multiple financings?

Al12. Yes, provided that SBA's aggregate exposure to the EPC, including its affiliates, does
not exceed dlowable Agency limits. For example, an EPC could lease propertiesin
separate transactions to three unaffiliated businesses aslong asthe totd SBA shareto
the EPC does not exceed datutory limits.

Note: The SBA exposure to one borrower applies to both the EPC and the OC,
whether the OC co-borrowed or guaranteed. In other words, if the project is a 504
project that meets a public policy goal and the SBA debenture was $1,000,000, neither
the EPC nor OC could borrow again, or be an affiliate of another business gpplying for
SBA financing, until the sum of the outstanding SBA exposure plus the proposed
exposure under the new request is lessthan or equa to the SBA limit when the new
loanis closed and disbursed.

Q13. Must the EPC have any particular lega structure (e.g. proprietorship, partnership,
corporation)?

A13. No. Aslong as gate law authorizesit, the EPC can take any legal form, including
individuas owning the redl estate as tenants in common or limited ligbility companies

Q14. After theloan or debentureis closed and fully disbursed, can the EPC sdll the property
or can there be a change of ownership?

Al4. Yes with SBA's concurrence. Thereis no difference between EPC and non-EPC
loans regarding sale of the property or change of ownership. EPC isan digibility rule
goplicable at the inception of financing. Servicing after cdlosing has different
considerations.

015. Should the EPC's or OC's SIC Code be used to identify the loan in the Agency's
database?

A15. Usethe same SIC code as was used to determine size. If thereisonly 1 OC, use the
OC's SIC code. It there are multiple unaffiliated OC's, use SIC Code 6512 (Reference
Subpart "A" , Chapter 2, Paragraph 9).

Effective: 12-01-00
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What SIC Code should be used when there are multiple OCs and they are affiliated?

A16.

Utilizetherules detailed in 13 CFR .121.107 for determining the primary industry of

Q17.

afiliated busnesses. The SIC Code of the primary industry of the OC shal be the
identifying SIC Code.

How isthe Sze of the applicant concern determined when there are multiple unaffiliated

Al7.

OCs?

The sze of each unaffiliated OC must be independently established and must be

Q18.

classfied as smdl, based on SBA Size Standards.

Can an OC lease some of the space in the property to athird-party or doesit haveto

A18.

occupy al the spaceitsdf?

OCs must lease 100 percent of the property from the EPC, but it can sublease a

A20.

portion of the property under the rules governing occupancy requirements with which al
SBA borrowers must comply.

Isthe dter ego rule still gpplicable?

The alter ego rule appliesto gpplications filed before March 1, 1996. It was replaced
by the EPC rule. The EPC rule applies only to gpplications submitted to SBA on or
after March 1, 1996.

Who has to submit Financid Statements when the loan will have an EPC structure?

Both the EPC and each OC. The EPC isrequired to have alegd structure recognized
by the State wherein it operates. The statements of the EPC are required to verify the
viability of the EPC. The regular requirement for an Aging of receivables and payables
are waived for EPC's. The complete financia statements of each OC are needed
because the OC represents the source of repayment. These are the statements subject
to tax verification.

Effective: 12-01-00
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A21. If the EPC isbeing formed as part of acquiring an SBA loan and will condst of the |
person who owns the OC, can their persond financia statement be used in lieu of any
other financid statement requirement?

A21. No. SBA requiresno lessthan an opening day balance sheet on the EPC. Thiswill |
reflect the assets of the EPC, including those being leased to the OC, and the
corresponding ligbilities of the EPC, plus the equity.

022. Cantwo or more separately owned EPCs receive ass stance from one loan?

A22. No. SBA hasdwayslimited the EPC (formerly dter ego) rule to assasting one EPC
and one OC. The changes to the regulations and policies that now permit loans to
multiple OCs do not permit loans to multiple EPCs. No more than one EPC per loan is
alowed.

Effective: 12-01-00
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10.

ELIGIBLE USES FOR BUSINESSLOAN PROCEEDS

.120.120 What are eligible uses of proceeds?
A small business must use an SBA businessloan for sound business purposes. The usesof proceedsare
prescribed in each loan's Authorization.
(a) A Borrower may use loan proceeds from any SBA loan to:
(1) Acquireland (by purchaseor lease);
(2) Improveasite(e.g., grading, streets, parking lots, landscaping), including up to 5 percent for
community improvements such as curbsand sidewalks;

On what part of the loan isthe 5 percent for community improvements caculated?

A. The 5 percent is based on the portion of the loan for construction and/or improvements
to each specific site. The other costs of congtruction and/or improvements on a site
comprise 95 percent of thetotd of the loan proceeds digible for developing the site.
Dividing that amount by .95 will provide the total amount of loan proceeds which may
be used to develop the Ste. The differenceis the amount which is digible for
community improvements.

EXAMPLE: $190,000 is authorized for grading the site, congtruction of a building,
onsite plumbing, and parking lot construction. $190,000/.95 = $200,000 $200,000 -
$190,000 = $10,000 for community improvements.

(3) Purchase one or more existing buildings;

(4) Convert, expand or renovate one or more existing buildings;

(5) Construct one or more new buildings;

(6) Acquire (by purchaseor lease) and install fixed assets (for a 504 loan, these assets must have
auseful life of at least 10 yearsand be at a fixed location, although short-term financing for
equipment, furniture, and furnishings may be per mitted wher e essential to and a minor portion of
the 504 Project).

Subpart H more fully addresses the financing of equipment, furniture and furnishings of a short-
term nature which are essentid to and aminor portion of a 504 Project.

(b) A Borrower may also use 7(a) and microloan proceedsfor:
(1) Inventory;
(2) Supplies;
(3) Raw materials; and
(4) Working capital (if the Operating Company isa co-Borrower with an Eligible Passive
Company, part of theloan proceeds may be applied for working capital if used for that purpose
only by the Operating Company).

(c) A Borrower may use 7(a) loan proceedsfor refinancing certain outstandi ng debts.

The approved "Use of Proceeds’ for dl loans shal be input as part of the funding process
according to the ingtructions in appendix 2.

Effective: 12-01-97
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11.

BUSINESS LOAN PROCEEDS RESTRICTIONS

.120.130 Restrictionson uses of proceeds.

SBA will not authorize nor may a Borrower useloan proceedsfor the following purposes (including the
replacement of fundsused for any such purpose):

a Payment to an Associate

(a) Payments, distributions or loansto Associates of the applicant (except for ordinary compensation for
servicesrender ed);

The SBA loan proceeds cannot be used to make payment to any associate of the
borrower other than to reimburse the associate for services actualy rendered, and then
at afar and reasonable rate. An example would be alawyer who owns 30 percent of
the borrowing entity who aso gets paid by this small business concern as their attorney.

Loan proceeds can be used to repay an interim congtruction loan financed by an

asociate. Such ause of proceedsis not classified as a distribution to an associate.

b. Refinancing Debt Owed to an SBIC

(b) Refinancing a debt owed to a Small Business I nvestment Company (" SBIC");

See subpart A, chapter 2, paragraph 6, this SOP for more information on providing
financing to a borrower when an SBIC isinvolved.

C. Hoor Plan Financing

(c) Floor plan financing or other revolving line credit, except under .120.390

The SBA loan proceeds cannot be used for floor plan financing or any other revolving
line credit, except under the CAPline program, or as otherwise specificaly authorized.

d. Purchase of Stock

(d) Investmentsin real or personal property acquired and held primarily for sale, lease, or investment
(except for aloan to an Eligible Passive Company or to a small contractor under .120.310)

Purchase of shares of stock in a corporation to experience an gppreciation in their value
isan indigible use of loan proceeds.

Effective: 12-01-00
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e For the Bendfit of Other Than the Applicant Busness

(e) A purposewhich doesnot benefit the small business;
The SBA supported loan proceeds can only be used to benefit the smal business
borrower. This provision restricts proceeds going to the owner(s) of an gpplicant
concern.

A loan (7(a) only) made to more than 1 small business, even if dl of the proceeds do
not benefit each busness, isdigibleif:

(1)  All of the proceeds benefit &t least 1 of the smal businesses;
2 Each smdl busnessindividudly meets digibility requirements; and,

3 All of the smdl businesses concerned are jointly and severdly ligble for the
loan.

f. Payment of Ddinquent Taxes

Loan proceeds must not be used to pay delinquent RS withholding taxes, sales taxes or
amilar fundshed in trust snce SBA would be replacing funds that were unlawfully
converted. We may consider payment of delinquent income taxes, on a case-by-case
basis the same as other delinquent accounts. However, the willful failure of principasto
pay income taxesis a character issue for consideration.

Effective: 12-01-00
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12. POLICIESREGARDING DEBT REFINANCING

a Refinancing Exiging Debt

(f) Any userestricted by .120.201-120.203 and 120.884 (specific to 7(a) loans and 504 loansr espectively).

NOTE: 13 CFR does not have a.120.203 as of the writing of this SOP

Only 7(a) proceeds may be used to refinance existing debt, whether private or
ingtitutiona, including credit card debt related to the business. 504 proceeds can not be
used for genera refinancing but can be used to term out debt obtained in anticipation of
the 504 project which would have been digible for initid 504 financing. Reference
subpart H, chapter 11, paragraphs 7 and 8.

To bedigiblefor refinancing with 7(a) proceeds, the existing debt must not presently be
on reasonable terms and the refinancing must provide a substantid benefit to the smal
busness. In addition SBA can not approve aloan that would pay a creditor in a
position to sustain aloss, thereby causing a shift to SBA of dl or part of a potentid loss
from an existing debt if SBA would assume dl or part of that same position. See
Subpart B for regtrictions on paying creditor in a position to sustain aloss.

To bedigible for refinancing with 7(a) proceeds, the existing debt, regardless of who
the lender is or whether the debt is guaranteed, must not presently be on reasonable
terms AND the refinancing must provide a substantia benefit to the smdl business. For
purposes of refinancing, an andysis of both the reasonableness of the terms of the
exiding debt as well as the existing capability of the company to meet those terms at the
time of refinancing must be performed. The principle test for how reasonable the terms
of the existing debt are is whether the existing cash flow is adequate to meset these
obligations. If acompany isfound to have obtained credit on reasonable terms, but is
now unable to meet those terms, it may technically be digible for refinancing. However,
itsinability to meet terms that once were reasonable would generaly indicate a serious
credit risk.

(@D} Refinancing Long-Term Debt

When refinancing long term debt, the business must receive a permanent

Effective: 12-01-00
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subgtantia benefit. Thisis defined as at least a 20 percent improvement to the
company's cash flow as measured by the changesin the debt service
requirements between the existing and new debt structures of the debt being
refinanced that remainsin effect over the terms of the refinanced debt. This
means the new ingdlment amount for the portion of the loan refinancing the
debt must be at least 20 percent less than the existing ingtalment amount. The
comparison does not have to be based on smilar methods of amortization. As
such, principa plusinterest can be compared to principa and interest.

The need for the business to receive alower debt service requirement must be
judtified and available for SBA analyss when processed under procedures
where SBA conducts areview or separate analysis or it must be in the lender's
file for follow-up review when processed under procedures where SBA
delegates gpprovd to the lender. This benefit must be used to: finance
increased accounts receivable or other business assets; increase inventory or
improve the operations of the business; or to counter diminishing debt service
ability with improved debt coverage. The benefits of refinancing must not
smply provide additional funds for distribution to the owners.

When computing the cash flow change to be derived from refinancing, compare
the current debt service requirement of the debt to be refinanced (this equasthe
ingtallment amount) to the proposed debt service requirement (this equasthe
anticipated ingalment amount) of the same amount. Compare the total
ingtalments due in the next 12 months on the debt to be refinanced to the total
amount due for the first 12 months after the same amount is refinanced under
the proposed term

Example: If a$200,000 loan request includes $100,000 for refinancing,
compare the payment amount of the existing $100,000 before refinancing to the
payment amount of an equivaent $100,000 made under the terms of the
proposed $200,000 loan.

If refinancing involves more than 1 debt, the combined debt service on dl the

debts must satisfy the substantial benefit test of a 20 percent improvement in
cash flow.
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When refinancing multiple debts, the change in debt service burden (case flow
requirement) of each debt must be determined. No debt being refinanced is
permitted to have a higher debt service requirement after debt refinancing than
prior to refinancing, unless waived by the AA/FA or designee.

Debt being discounted can be refinanced, provided there is a 20 percent
improvement to cash flow, not just a 20 percent discount in the outstanding
balance of the debt. The refinancing requirements apply equaly to loans held by
indtitutiona lenders or by private individuas.

2 Refinancing Short-Term Debt

For abusiness wanting to refinance arevolving line of credit, the substantia
benefit liesin the ability for the business to continue to borrow onceits existing
line matures or its ahility to stretch the payments over alonger maturity, thereby
retaining its working capitd for alonger period of time. This "terming out" will
frequently benefit companies experiencing Sgnificant growth and isan
acceptable type of refinancing if reasonably judtified.

Refinancing short term debt (including credit card debt) is not subject to the 20
percent improvement to cash flow test asis required when refinancing term
debt. Paying off digible credit card debt is Smilar to using working capita to
pay off accounts payable.

The only short term or credit card debt digible for refinancing is that which the
business can document to have been used for |egitimate business purposes of

the gpplicant. Debt due a principal of the gpplicant business cannot be

refinanced with SBA financial assistance regardless of the principal's percentage |
of ownership.

(3)  Refinancing Balloon Payment Notes |

Debt amortized with a balloon payment is not deemed reasonable (Subpart A,
Chapter 2, paragraph 3.1.). In addition, the substantia benefits which a debtor
must receive when refinancing their debt with SBA can not be measured by the
traditiona 20 percent cash flow improvement test. Instead, the benefit is
recaived by having the debt amortized with sandard principa and interest
payments. Therefore, debt with balloon payments are not subject to the 20
percent improvement test.

Effective: 12-01-00
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Refinancing I nterest Only Debt

There are numerous types of debt that allow a business to only have to make

interest payments rather than principal and interest (P&1). Seasond term loans
or seasond lines of credit may only require interest payments during the low end
of the seasond cycdle and full P& | at the high end. Lines of credit generdly
dlow the borrower the ability to manage their own borrowings and do not
require more than interest payments until either the lender makes demand or a
pre-stated maturity is reached. These types of debts can be consdered as
short term debts and as stated in subparagraph (2) above are not subject to the
20 percent improvement to cash flow test.

b. Loan Officer's Report Contents When Refinancing is Requested

The loan officer's report must address the following when refinancing debt:

@
@)

3
(4)
Q)
(6)

()

Effective: 12-01-00

Why was the debt incurred?

Has over-obligated or imprudent debt scheduling necessitated a magjor
restructuring of the debt?

Is the present debt already on reasonable terms?
How will the new loan improve the financid condition of the firm?
What benefit will the refinancing give the applicant?

Does the refunding include payments to creditors in a position to sustain aloss
dueto ether an inadequate collaterd posgtion or low or deficit net worth?

Would SBA belikdly to sustain part or dl of the same loss by refinancing the
debt or will additiona collaterd or dtered terms protect the interest of the

Agency?
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(8 What portion of the totdl loan does the refinancing congtitute?

9 If credit card debt, for what business purpose was the credit card debt
incurred?

C. When May We Refinance a Participant's Debit?

If the requirements of 12a. and 12b. above are met, SBA may consder refinancing a
participating lender's debt as well as the debt(s) of another lender. When alender
seeks to have SBA proceeds used to refinance their own debt, the following additional
requirements apply.

@ The lender mugt certify in writing, on the 4-1 or otherwise, that its debt to be
refinanced is, and has been, current for &t lesst the last 36 months. Current
means that a required payment has not remained unpaid for more than 29 days.
A loan which includes a payment unpaid for 30 days, subsequently deferred,
was not current on that 30th day and is not eigible for refinancing.

Similarly, aloan that has matured and not been paid within 29 days of the
maturity deteis not current and is not digible for refinancing. A debt may be
eigible for refinancing if we recaive the guaranty request before the loan is 30
days past due or if the lender approved a deferment of payment for the loan
before it was 30 days past due. If alender wants to refinance debt that has not
aways been current, gpprova of the AA/FA or designeeis required.

2 The lender must provide atranscript of the borrower's account with the
gpplication showing that the loan to be refinanced is current and has been
current for at least the last 36 months.

3 When amgjor part of the [oan proceeds isfor debt repayment, the lender must
fully explain how and why the debt accumulated.

4) Exercise caution and prudent judgment when aloan isfor 100 percent
refinancing of participant debt. Provide afull judtification in thefile.

Effective: 12-01-00
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d. May We Refinance An SBA Loan?

No, except under very narrow circumstances. SBA bdievesiits appropriated funds
should be used to assist as many smal businesses as possible and that the capita needs
of businesses dready supported by existing SBA |oans should be accommodated
through cooperation between the borrower, lender, and SBA by dtering the exising
terms rather than refinance for ease or convenience.

Refinancing an existing SBA debt is permissble providing dl the conditions of
subparagraph 12a., 12b., and 12c. (if appropriate) of this paragraph are satisfied plus
the fallowing:

@

2

3

Procedure to Refinance an SBA Loan Through a New Lender

Contact the lender holding the existing SBA loan and verify that the lender has

declined to gpprove a second loan and the lender is either unwilling or unable
(because of the reluctance of a secondary market investor or regulatory
restriction) to modify the current payment schedule in such away that a new
lender could gpprove aloan without SBA's guaranty.

Document the conversation in the casefile, recording the date, time and person

with whom you spoke, aong with ashort summary of the conversation.
Lender's Ability to Refinance its Own Exigting SBA Guarantee Loan

A lender may refinance aloan on which it holds an SBA guaranty only if the
sole reason the lender is unable to modify the terms of the existing loan is that

the loan had been sold in the secondary market. Exigting lenders and SBA fidd
offices are expected to cooperate in adjusting the terms of the new loan and, if

necessary, the terms of existing SBA guaranteed debt so the pro forma debt
structure can be handled by the expected cash flow.

May PLP or PCLP Procedures be used to Refinance or Pay Off An Existing

SBA Loan?

No. Loansto refinance or repay an existing SBA guaranteed |oan must only be

Effective: 12-01-00

processed under standard procedures [ Subpart D, Chapter 3, paragraph
7(4)(c)]. Since 504 can only refinance bridge financing [reference Subpart H,

Chapter 11, paragraph 10], no 504 processing method can be used to
refinance exising SBA debt.

59




SUBPART "A"

SOP 50-10(4)(E)

Paying Off Sdler Debt is Not Refinancing to Effect a Change of Ownership

SBA does not dassfy the act of asdler usng the funds they receive from a purchaser

to pay off some or dl of the existing debt of the sallers business as refinancing, providing
the purchaser is financing a complete change of ownership. A loan for this purposeis
consdered to be for the purchase of a busness, not the refinancing of any existing
debts.

However, if it is known that the debts of the busness being sold include exising SBA

debt, the loan can not be processed under any of the Agency's expedited loan
processing programs. |n such cases, the application must be processed under standard
procedures. In addition, the option to assume the existing SBA debt should be offered
the buyer. Thisis recommended so that the Agency's limited appropriations are not
unnecessarily used.

Limits on Expedited Processing for Refinancing:

No existing SBA debt (direct or guaranteed) can be refinanced under any expeditious
loan processing procedure (PLP, CLP, LowDoc, or SBAEXpress).

Applications processed under Preferred Lenders Program (PLP) or Certified Lenders
Program (CLP) procedures may include the refinancing of debts due other non-affiliated
lenders. They must not include the refinancing of any same indtitution debt (SID),
including debt owed an afiliates.

Applications processed under SBAEXpress procedures may include the refinancing of
debts due other non-affiliated lenders as well as debt owed to the participating lender
(SID) which has dways been current.

Applications processed under LowDoc procedures may include proceeds for debt
refinancing except any SBA debt. No more than a maximum of 25 percent of the total
loan amount may be used to refinance debt owed to the same ingtitution (SID) or its
affiliates, regardless of the percentage guaranteed. 100 percent of the proceeds of a
7(a) loan processed under LowDoc procedures can be used to refinance debts due
other non-affiliated lender.

Effective: 12-01-00
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What Other Conditions Apply to Debt Refinancing?

@ The 7(a) program will not refinance a debt owed to an SBIC.

2 Loan maturities are based on the ability of the business to repay the debt and on
the original use of proceeds of the debt being refinanced. See subpart B
regarding SBA's maximum meaturities for 7(a) loans.

3 For 504 loans, the third party lender may refinance existing debts under limited
circumstances, on assets that are to be part of the project. See subpart H for
applicable procedures.

4 The third party financing for an existing 504 project can not be refinanced with a
7(3) loan as long as the debenture remains outstanding, without the approva of
the AA/FA. SBA holds, per .120.930, that no more than 50 percent of an
eligible project cost can come from Federal sources. By policy, SBA requires
that the 50 percent maximum remain in effect through the entire term of the
debenture, unless the ultimate viability of the borrowing concernisin jeopardy
without refinancing of the third party lender's loan.

How Do We Tresat Interim L oans and Trade Payables?

The SBA loan proceeds may be used to reimburse interim advances made by alender
or an effiliate of the lender as long as the interim disbursements reasonably comply with
the terms of the find authorization. 'Y ou must notify the lender of the loan terms and
conditions as soon as possible. The lender makes interim advances at its own risk,
including the risk of decline by SBA, the risks associated with the authorization's
"adverse change' clause, and potentid policy changes impacting permitted use of loan
proceeds. SBA's credit standards must not be relaxed because interim advances were
made. The lender does not have to notify SBA of an interim loan.

The payment of trade payablesis not considered to be debt repayment. Itis
consdered to be working capital, generdly permitting additiona inventory purchases.
Since 504 financing is "take-out" financing, most 504 projects will involve interim loans.
Subpart H addresses the applicable procedures for interim loans relating to 504
projects.

Effective: 12-01-00
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i How |Is Debt Repayment |dentified in the Authorization?

The authorization must include an itemization of al debts being repaid by loan proceeds
when the individua creditor isto be paid $10,000 or more. |t must aso indudethe
loan number and dollar amount of any existing SBA debt refinancing.

Effective: 12-01-00
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13.  LEASING PART OF A BUILDING ACQUIRED WITH LOAN PROCEEDS

.120.131 Leasing part of new construction or existing building to another business.

(a) If the SBA business|oan involvesthe construction of a new building, a Borrower may lease up to 33%

of the Rentable Property for a short term to any third party if reasonable growth projections show that the |
Borrower will need additional spacewithin threeyearsand will useall of the additional spacewithin ten
years. If theBorrower isan Eligible Passive Company leasing 100 per cent of the Project spaceto oneor
mor e Operating Company, the Operating Company, or Oper ating Companies together, may sublease up to

33 percent of the Rentable Property to athird party under the same conditions. (See.120.870(c) for an
exception with respect to 504 Projects.)

a What Does "Under the Same Conditions' Mean?

Like any other borrower that subleases space, an OC will need to use and occupy some
of the additional space on a permanent basis within 3 years and al of the additiona space
within 10 years.

b. What Does "Rentable Property" Mean?

By regulation, "Rentable Property” is the total square footage of al buildings or facilities
used for business operations. (Reference .120.10)

When a business purchases, renovates, or constructs a building or buildings for its use, the
total project generally includes external & ements such as the grounds and parking lot area
in addition to the building. The building itsdlf is comprised of three distinct elements:
Vertica Penetrations (stairways, elevators, and mechanical areas that are designed to
transfer people or services verticaly between floors); Common Areas (lobbies,
passageways, vestibules, and bathrooms); and the Usable Square Footage (the total
interior square footage minus all vertical penetrations and common areas).

For the purpose of determining what portion of the available square footage a borrower
may lease, SBA's policy more specifically defines "rentable property" as the interior
Usable Square Footage plus the interior Common Areas. The key concept of this
definition is that rentable property excludes dl outside areas.

SBA includes the interior common aress as part of its definition of rentable property in
order to increase the overall square footage that can be leased.

Only the AA/FA or designee can classify outside areas as usable square footage or
common area. All exception to this policy must be referred to the Director, LPD.

Effective: 12-01-00
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Will SBA require every applicant that intends to use SBA proceeds to acquire either an

exiging or new dructure to figure out its alowable rentable property by computing the
total interior square footage of the structure(s) and then deduct the square footage of al
the vertical penetrations?

Al.  "Yes', when any of the acquired space will be leased and "No" when the borrower or
its EPC will occupy the entire space. Computing the interior square footage of a
gructure and the square footage of al vertica penetrations should be done as part of an
appraisa or architect's drawings.

02. Does SBA intend to exclude al out-of-doors areas from the determination of rentable
property, even space like the covered area above gas pumps at a service station?

A2. Yes Only the Usable Square Footage and Common Areas that are contained within a
building can count towards the calculation of Rentable Property.

Q3. Can There be Waivers?

A3.  Yes, but theloan must be processed under standard processing procedures (non-
expidited), and the waiver (which can only be approved by OFA) must be submitted
from aDidtrict.

Q4. What are some situations where awaiver could be considered?

A4, It is anticipated that some businesses will endeavor to judtify that some or dl of ther

outside area should be included in the common area cdculation in order that the
business can rent or lease more of their walled space to an unaffiliated business. Such
cases can be submitted to OFA for consideration, but each case will be evaluated on its
own merits.

One example likdly to receive positive condderation would be for a short haul moving

& storage company that needs to dedicate a specified amount of its outside space to
park trailers that are loaded with stored items which are waiting for authorized
movement. Such space would otherwise be needed insde the building, but the process
of unloading and rdoading the trailer within a short term (like one week) period is not
economicdly practicable so the items are stored outside in the trailer. The outside
space that counts towards the rentable property cal culation would be the average, not
the maximum needed. No alowances for the tractor would be made because this piece
of machinery is not normdly kept ingde abuilding.

Effective: 12-01-00
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(b) If the SBA businessloan involvesthe acquisition, renovation, or reconstruction of an existing building,
the Borrower may lease up to 49 per cent of the Rentable Property longterm. |f theborrower isan Eligible
Passive Company leasing 100 per cent of the Project spaceto one or more Operating Companies, the
Operating Company, or Operating Companiestogether may sublease up to 49 percent of its Rentable
Property toathird party under the same conditions. (For 504 loans, see Sec. .120.871.)

C. May Proceeds Be Used to Remoddl or Convert Rental Space?

No, except remodeling or conversion expenses required for space occupied by the
small busness which incidentally improve the renta space (such as replacing aroof or a
heeting system for awhole building) are acceptable if the benefit to the rentd spaceis
reasonable and can not be avoided.

d. Must the SBC Medat Occupancy Reguirements Immediately?

Circumstances may judtify dlowing the SBC a period of time after closing of the SBA
loan to comply with the above occupancy requirements. For example, apre-existing
lease may have afew more months to run. SBA may judge what is a reasonable time
for the amdl business to meet the occupancy requirements given the circumstances of
the business and red estate conditions in the community. In no case may the small
bus ness have more than 1 year to meet occupancy requirements.

e Leasing Redtrictions When Renovation Cost Exceeds Purchase Cost

Occasiondly abusiness may purchese a building and spend more to renovate it than it
originaly cost or make so many changes that it does not resemble the acquired
gructure. Generdly, improvements made to a standing building, without significant
addition of new space will not be considered "new congtruction” but rather
"renovations."

However, when new space is added, load bearing walls are moved, or renovations
costing sgnificantly more than the building are made, and the business does not intend to
occupy dl the space within 10 years, questions have to be raised as to whether the
building was right for the borrowers needs.

While the rules may permit a business that acquires an existing structure to lease up to
49 percent forever, it is not the intent of the Agency to finance (some or dl) sgnificant
renovations to an existing structure and have just asmple mgority (over 50 percent) of
space occupied by the borrower.

Effective: 12-01-00
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f. Proceeds to Acquire, Build, or Renovate Residential Space

@ L oan proceeds may be used for the purchase of an existing combined
resdentia or rental space and business building, provided:

@ Such residential and/or rental spaceis 49 or |ess percent of the total |
space; and

(b) The location is gppropriate and conducive to the success of the business
and dternative facilities that do not contain resdentia nor rental space
are not reasonably available.

2 Loan proceeds may not be used for the construction of any combined
resdentia or renta space and business type building, except in the following
Cases.

@ Where the owner or the business manager resdes in the same building
because of the nature or location of the business. Inthis case,
resdentia space of up to 33 percent of the total can be allowed. |

(b) Where a reasonable projection of business growth indicates the need
for additiona spacein the near future, and where later additions are not

feasible due to the nature of the congtruction. In this case, commercia
rental space of up to 33 percent of thetota is permitted. |

Effective: 12-01-00
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Renta Income As a Source of Repayment

SBA has aprohibition against providing loans to businesses whose primary activity isto

obtain income through passve means [.120.110(c)]. SBA will not make aloan to a
business whose primary activity isto own and lease property that they do not actively
occupy, but rather who chooses to rent or sub-lease the premises to athird party.
Operating an gpatment building is the classic example of the type of business activity
where SBA does not provide financial assstance.

When SBA approves aloan to abusness that will buy an existing structure, it permits

the business to lease out up to 49 percent of the acquired space forever. When the
loan's purpose is to construct a new building, the business receiving the loan can rent or
lease up to 33 percent of the space for up to 10 years. Additionally, on 504 projects
for new congtruction, the business receiving the loan may permanently lease up to 20
percent of the space.

We therefore have rules that control the amount of Space abusiness may own and lease

to others. When we andyze the repayment ability of abusiness that receives passve
income, we want the different sources of repayment separated so that we can
concentrate on whether the businesss operationd income is sufficient to repay the loan
before we congder whether the passve income will be necessary to reasonably
demonsdtrate repayment. The Agency does not want the andlysis of repayment to be
unknowingly biased by combining the different sources without justifying the likelihood
for achievement of repayment from each separate source.

Therefore, the documented determination of repayment, that is required as part of every

loan's andlys's, must be based on the existing and/or projected cash flow of the primary
business activity, without the benefit of any rentd income.

\When the anticipated cash flow from the applicant's primary business activity is

insufficient to demondtrate repayment of the proposed |oan and other debt obligations,
the analyst may add the anticipated cash flow of the projected rentd income to make a
case for repayment ability. However, the vdidity of the projected rental income must
be independently substantiated. It isinsufficient to judtify the recaipt of rentd income
just because the spaceis available.

Examples of items that can be reviewed and commented on to substantiate rental

income incdlude, but are not limited to: The longevity of existing rentd agreements that
will trandfer with the purchase of an exiging building; or an appropriate Red Estate
Association Report on the need and desirability for the type of space that the applicant
will be able to offer for lease.

Effective: 12-01-00
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14. ETHICAL REQUIREMENTSPLACED ON A LENDER

.120.140 What ethical requirementsapply to participants?

Lenders, Intermediaries, CDCs, and Associate Development Companies (" ADCs") (in this section,
collectively referred to as™ Participants' ), must act ethically and exhibit good character. Ethical
indiscretion of an Associate of a Participant or a member of a CDC will be attributed to the Participant. A
Participant must promptly notify SBA if it obtainsinformation concer ning the unethical behavior of an
Associate. Thefollowing are examples of such unethical behavior. A Participant may not:

(a) Self-deal;

(b) Haveareal or apparent conflict of interest with a small businesswith which it isdealing (including any
of its Associates or an Associate's Close Relatives) or SBA;

a Conflicts of Interest

Conflicts of interest or the appearance of conflicts of interest involving a participant or
its associate(s) and a smal business or its associate(s) must be avoided. Y ou should
aso be awvare that conflicts of interest or the gppearance of conflicts of interest among
SBA employees, participants and gpplicants may exist and must also be avoided. (See
Part 105, 13 CFR.)

(@D} Circumstances that Preclude SBA Loans

Exercise care and judgment in determining whether a conflict of interest exigs.
Document thefilein detail. The SBA will not guarantee aloan if the participant,
its associate, or aclose relative or a partner:

@ Has aggnificant direct or indirect financid or other interest in the
applicant;

(b) Had such interest within 6 months prior to the date of gpplication; or

(© Acquires such interest at any time theresfter whilethe loanis
outstanding.

A dgnificant interest is one that may result in preferentia trestment by the lender
or the loss of independent, impartia, objective judgment, or corrective actions
or the appearance of such.

For example, in addition to the physicd relationship identified above, alender
may have afinancia relaionship that could affect, or gppear to affect, its
objectivity. Thisfinancid interest may include securities, with or without voting
Effectiver 12-01-97
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or conversion rights or warrants.

A community organization (except Sate and loca development companies) its
officers or its directors have a sgnificant financid interest in the applicant unless
the organization has been inactive in packaging SBA loansfor at least two years
prior to the date of the application.

Conflict of Interest Determinations Regarding Lenders and Businesses

The SBA may guarantee aloan if it determines that no conflict of interest exigts,
based on the facts of the case.

Example

Situation: A loan officer of abank isa 25 percent owner of a busness goplying
for a504 loan. The bank officer.s employer will be the interim lender aswdl as
the first mortgage lender in the 504 project. Isthisa conflict (or gppearance of

aconflict) of interest?

Answer: The SBA fidd office reviewing arequest for gpprova must determine
whether an actud or apparent conflict of interest exists because of actud or
gpparent preferentia treatment or the loss of independent, impartid and
objective judgment. 1t must determine what corrective action, if any, will
eliminate the actud or gpparent conflict of interest to alow processing of the
loan gpplication to continue. These circumstances require aclose look. The
initid reaction isthat an actud or apparent conflict may exist. Under certain
crcumgances afinding of digibility may be possble. If the loan officer will have
no influence over the loan decision or servicing of the loan, and collaterd vaues
are supported by independent appraisa, a determination that the gpplication is
eligible may be possible. If the loan officer has dso been amgor stockholder in
the bank or could reasonably be expected to influence the loan decision or
future servicing, the gpplication would not be digible. Carefully consider all
factors to making a correct digibility determination.

Who Makes Cortflict of Interest Determinations Involving SBA Employees or
Certain Third Parties Having an Interest in the Applicant?

@ The determination must be made by the digtrict director of another
digtrict office selected by the D/OL P makes the determination when:
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Employees, not officers or directors, of community
organizations such as certified development companies and
microlenders or members of their household, have a significant
financid interest in the gpplicant. The sdected DD should
congder:

The employed's relationship with the community
organization;

The organization's rdaionship with SBA,;

The employee's rlationship with SBA; and

Any additiond information which might bear on a
possible conflict of interest.

Close rdlatives that are not members of the household of SBA
employees, other than those of the district director or regiona
adminidrator, who have asgnificant financid intere in the
aoplicant.

The determination must be made by the Standards of Conduct
Committee at Headquarters, when:

0]

)

)

An SBA employeg, their close relative, or other member of
their household, has any financid interest in the applicant;

A former SBA employee, separated from SBA lessthan 1
year, has any financid interest in the gpplicant.

Individuds currently involved in the Smdl Business Inditute
(SBI) or Small Business Development Company (SBDC)
Programs (coordinator, instructor, student, director, etc.) or
members of their household have a Sgnificant financid interest in
the gpplicant;

A member of Congress or amember of his’her household, isan
officer, director or shareholder with 10 percent or more interest
in the applicant; and

An appointed officid or employee of the legidative or judicid
branch of the Federa Government, amember or employee of a
Small Business Advisory Council, a SCORE or ACE
Volunteer, or aclose reative, is asole proprietor, partner,
officer, director, or shareholder with an interest or 20 percent
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or more.

The application should be processed and may be conditiondly
approved by the appropriate field office under its delegation of
authority. Thefilewill be sent to the Standards of Conduct Committee
with a recommendation from the digtrict director of another district
office selected by the D/OLP concerning the question of a conflict of
interest.

The determination must be made by the Office of Loan Programs when
close rdatives of the digtrict director or regiond adminitrator, even
though they are not members of hisher household, have a significant
interest in the gpplicant. The loan officer should process the gpplication
thoroughly. 1t should include the recommendations of al appropriate
fidd officids and a satement from the digtrict director or regiond
adminigtrator concerning the relationship and the manner in which the
conflict will be avoided. The Loan Policy Branch takes fina action.

Appearance of Corflicts

The SBA employees must disquaify themselves from deciding or even
participating in the consderation of arequest for SBA financia assstance when
thelr participation raises or may raise questions of impropriety. They must do
this even when no actud conflict exigtsif the appearance of a conflict reasonably
could be perceived. Examplesinclude, but are not limited to, the following.

@
(b)
(©

(d)

Loan to a persond friend;
A loan to aformer supervisor or smilar person;

Where an SBA employee is congdering a business or commercia
transaction with an gpplicant or recipient of SBA assistance; or

Where an SBA employeeisinvolved in business negotiations with an
gpplicant or arecipient of SBA assistance.

In cases where an "gppearance” of conflict exids, officid action can not be
taken by the fidd office until written gpprovd is obtained from the gppropriate
SBA Standards of Conduct Counsdlor or from the SBA Standards of Conduct
Committee. (See 13 CFR Part 105.)

Other Government Employees
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An agpplicant must submit a statement of no objection from the pertinent
department or military service if an associate or amember of an associate.s
household is an employee of another Federa Government department andisa
GS-13, (or its equivaent) or higher, or holds the rank of Mgor or Lieutenant
Commander (or their equivaent) or higher.

(c) Own an equity interest in a businessthat hasreceived or isapplying to receive SBA financing (during
theterm of theloan or within 6 monthsprior to theloan application);
(d) Beincarcerated, on parole, or on probation;
(e) Knowingly misrepresent or make a false statement to SBA;
(f) Engagein conduct reflecting a lack of businessintegrity or honesty;
(g) Beaconvicted felon, or have an adversefinal civil judgment (in a caseinvolving fraud, breach of trugt,
or other conduct) that would cause the public to question the Participant's businessintegrity, taking into
consider ation such factors asthe magnitude, repetition, harm caused, and remotenessin time of the
activity or activitiesin question;
(h) Accept funding from any sour cethat restricts, prioritized, or conditionsthe types of small businesses
that the Participant may assist under an SBA program or that imposes any conditionsor requirements
upon recipients of SBA assistance inconsistent with SBA'sloan programsor regulations;
(i) Fail to discloseto SBA all relationships between the small business and its Associates (including Close
Relatives of Associates), the Participant, and/or thelendersfinancing the Project of which it isawareor
should be aware;
(j) Fail to discloseto SBA whether theloan will:
(1) Reduce the exposur e of a Participant or an Associate of a Participant in a position to sustain a
loss;
(2) Directly or indirectly finance the purchase of real estate, personal property or services
(including insurance) from the Participant or an Associate of the Participant;
(3) Repay or refinance a debt due a Participant or an Associate of a Participant; or
(4) Requirethe small business, or an Associate (including Close Relatives of Associates), to
invest in the Participant (except for ingtitutionswhich require an investment from all membersas
a condition of member ship, such asa Production Credit Association);
(k) Issue areal estate forward commitment to a builder or developer;

b. What is a Forward Commitment?

A forward commitment exists when alender issues a commitment to a builder or
developer to finance future sales of red estate. The SBA will not guarantee |oans made
by the lender to small businesses to purchase such red estate. Thisisa potentid conflict
of interest for the lender because of its predisposition to make SBA loansin order to
honor their prior agreement with the builder or developer. Such loans are indigible for
SBA's guarantee regardless of whether the lender gets afee for issuing the commitment.

There have been situations where developers, brokers or lenders have created the
impression that SBA financing is reedily available for new purchasesin a development.
The SBA and participants must be careful to avoid any perception of forward
commitments. Developers and brokers should not use the availability of SBA financing
in their marketing.

Effective: 12-01-97

65



SUBPART "A" SOP 50-10(4)

(I) Engagein any activity which taintsits objective judgment in evaluating the loan.
15. SPECIAL REQUIREMENTSFOR PARTICULAR TYPES OF LOANS

a National Register of Historic Places

If loan proceeds will in any way affect propertiesincluded or digible to beincluded in
the Nationa Register of Historic Places, the authorization must require that the
undertaking be reviewed by the Advisory Counsdl of Historic Preservation before SBA
loan funds are disbursed. Follow the procedures et forth in 36 CFR, chapter VI,
Part 800. (Consult SBA counsd for further information.)

b. Busness Relocations

Financing the relocation of an gpplicant's businessis permitted only when it will
accomplish a sound business purpose. Do not gpprove aloan if it finances amove that:

@ Will cause serious unemployment in the present location;

(20 Will nullify alabor union contract or acommitment to negotiate a collective
bargaining agreement; or

3 Will involve substantial 1oss or expense to ether party to an outstanding lease.

If there are doubts regarding the legd effect of a relocation, require applicant's counsd
to provide a satement of al obligations or commitments which would be affected by the
relocation.

C. Fishing and Shore Operations

Financid assstance request from applicants involved in commercid fishing activities may
need to be referred to the Department of Commerce's Nationd Marine Fisheries
Service (NMFS) before being digible for consderation by SBA. If the proceeds will
be used to purchase or recondition fishing vessals of 5 tons or more, the NMFS can
finance such activities through its Fisheries Obligation Guarantee Program, and such
requests must be evaluated by the NMFS before they can be considered by SBA. If
the request isto provide operating capitd; for shore operations only; or for the actua
congtruction of afishing vessd, SBA may process the gpplication without consulting
NMFS. Otherwise, prior to SBA consderation, SBA must have a decline letter from
NMFS dating:

@ The gpplicant isindligible for assstance under NMFS programs,

Effective: 12-01-97
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2 Funds are unavailable for lending under NMFS programs, or
3 The loan has been considered and declined by NMFS.

The NMFS a0 evauates the request to determineif it isawise use of fishery
resources. The NMFSs letter must state that it has no objection to SBA providing the
requested assistance. The NMFS has advised SBA that, because of over-fishing, itis
no longer financing the congtruction of new fishing vessds for new venturesand it is
reluctant to finance anew fishing vesse for an existing business. It has taken the position
that economic prospects are not favorable for new vessastrying to get into commercia
fishing unless the species of fish to be harvested is currently under utilized.

The NMFS has aso advised that the act of giving ajunior lien on avessel creates an
automatic default on an NMFS loan, and has requested that SBA advise it by letter,
identifying the vessd, if SBA intendsto file ajunior lien on any vessd dreedy pledged
under the NMFS loan program.

Contact the nearest NMFS regiona office to obtain permission for SBA to accept an
gpplication unless the gpplicant has dready secured the needed written documentation.

The NMFS regiond financid assistance divisons are located at:

1 Blackburn Drive 7600 Sand Point Way, N.E.
Gloucester, MA 01930 Sedttle, WA 98115
(508) 281-9203 (206) 526-6140

9721 Executive Center Dr. 501 W. Ocean Blvd., Suite 4200
St. Petersburg, FL 33702 Long Beach, CA 90802
(813) 570-5312 (310) 980-4000

d. Loans to Medica Facilities

Privatdly owned for-profit hospitals and medical and dentd |aboratories are digible for
SBA financing. Convaescent and nursng homes are digible if they are properly
licensed by the appropriate Government agency and provide services beyond room and
board. (See subpart A, chapter 2, paragraph 8c(2) about Passive Businesses,) Al
medicd facilities must meet the Sandards generdly accepted for their type of inditution.
When licenaing is required by state, county, or local agencies, the facilities must have a
license in good standing or the licensing agency must indicate thet alicense will be issued
subsequent to SBA financing.

e Loansto Mines

Effective: 12-01-97
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Generdly, an gpplication for a mining loan must include, at the gpplicant.s own expense,
an gppraisal and engineering study evauating the feasibility of the operation prepared by
aqudified mining engineer. If the loan is gpproved, loan proceeds may pay for the
gopraisa but not the evaluation of the feagibility of the operation. Mining loan
gpplications must dso contain the gpplicant's completed SBA Form 4, SBA Form 4
Schedule A, and SBA Form 4B, "Essentid Information Required for Loansto
Producers of Minerds, Metds, fue Except Oil, and Gas (Mining Loans),” unless:

@ The loan proceeds will be used to remove sand and gravel from a pit or open
cut by conventiona earth removing equipment; or

2 The lender has independent expertise in mining operations and a persond

knowledge of borrower's operation, the lender and SBA may mutudly decide
that an engineering Sudy is unnecessary.

Effective: 12-01-97
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Before aloan can be granted to any cod mining operation, the loan officer must contact
arecommendation coordinator from the Office of Surface Mining Reclamation and
Enforcement (OSM), Lexington, K, (800)643-9748 and request an applicant violator
check. The OSM responds by telephone usualy within 24 hours, to whether the
goplicant mine is in compliance with the Surface Mining Control and Reclamation Act
(SMCRA), 30 U.S.C. 1201 &t. seq., and will provide awritten response by mail or fax
if oneis requested.

Document the conversation, including the identity of the recommendation coordinator, in
the loan report. No loan may be granted to an gpplicant who is not in compliance with
the SMCRA. Applicants not in compliance should be referred to the loca OSM office.

Native Americans Loans Collaterdized by Indian Lands Held in Trust

Procedures for processing applications from Native Americans are the same as other
applications.

If aloan is collaterdized by an individualy-owned trust or restricted land, the following
specific requirements gpply.

@ The Secretary of the Interior or authorized representative must issue a
commitment to gpprove or must approve a mortgage before we can accept the
land as collaterd for the loan.

2 If only acommitment isissued, the owner of the land must get approvd from the
above authority before it can pledge the land.

3 If the owner cannot get approvd for alien on the property, you may consider
requiring an assgnment of aleaseingtead. The assgnment of lease dso hasto
be approved by the Secretary of the Interior or his or her authorized
representative.

Field offices may seek the advice and assistance of the Bureau of Indian Affairs (BIA)
personnd when dedling with loans collaterdized by Indian lands held in trust. For
example, BIA can provide generd information abouit:

@ The manner in which security interests can be perfected on Indian lands;

2 The applicant'stitle to or interest in Indian lands, and

(3)*  Officd records filed with the Department of the Interior showing the status of
the trust or restricted Indian lands.

Effective: 12-01-97
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Environmenta Protection Agency (EPA) Reguirements

Borrowers of direct Federa funds more than $100,000 must comply with the Clean Air
Act and the Water Pollution Control Act by executing an agreement to abide by
Executive Order 11738, which is part of the " Statements Required By Executive
Orders’ SBA Form 1261. If an gpplicant's facilities are on the ligt of violating facilities
published by the Environmenta Protection Agency (EPA), direct loan funds are
prohibited unless the proceeds are for the principa purpose of complying with Federd,
date or locd laws. If theligting is based on aFederd criminad conviction under either
Act, the gpplicant isindigible for an SBA loan. Fed offices have the responsbility of
reporting, through channds, to Headquarters any instance of non-compliance with these
Acts which comesto their attention.

Businesses Owned by Persons Not Citizens of the United States

SBA can provide financia assstance to businesses that are owned by persons who are

not citizens of the United States. However, the processing procedures and the terms &
conditions will vary, depending upon the status of the owners assgned by the
Immigration and Naturdization Sarvice (INS).

(1) Definitions of Immigration and Naturdization Service (INS) Statuses:

(a) Naturdized Citizens are persons of foreign birth who have been granted

citizenship in the United States (U.S.). These individuals are not subject
to any specid redtrictions or requirements beyond providing evidence of
thar citizenship satus.

(b) Legd Permanent Resdent (LPR or immigrant) (also known as

Permanent Resident Aliens) are persons who may live and work in the
U.S. for life unless INS revokes this status through an administrative

hearing.

INS revokes L PR status and deports aliens when they are convicted of

crimind activity, normaly afdony. Therefore, immigrants with fdony
convictions are not digible unless;

0] INS provides written documentation, identifying the specific

crimind activity, Sating that the LPR gausisin good standing,
in spite of the specific documented activity, and

Effective: 12-01-00
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(i) AA/FA or designee authorizes processing of the application.

(c) Asyless and Refugees are persons considered political offenders by

their country or are fleeing war or smilar conflict who receive
temporary refuge in the United States. Asylees and refugees do not
automaticaly recaive LPR satus. They must apply for this status like

any other dien.

(d) Non-Immigrant (Documented) Aliens are persons who are admitted to

the U.S. for a specific purpose(s) and for atemporary period of time
with a current/valid INS document such asavisa.

(e) Undocumented Aliens are personsin the U.S. illegdly.

U] Foreign Nationals are non-citizens of the U.S. who reside outside the

U.S. and do not have an express right, via INS documentation such as
avisa, to physcdly be within U.S. boundaries.

(9 Foreign Entities are businesses, organi zations, associations, etc. based

(2)

in another country.

INS Documentation to Evidence an Alien's Status

SBA Form 912, "Statement of Persona History," requires that aliens provide

ther dien regigration number. An dien registration number indicates that the
pasonisinthe U.S. legdly. Itisnot evidence of INS gatus or digihility for
SBA's programs.

Any dien who must complete SBA Form 912 or who owns 20 percent or more

of the applicant business must provide current/vaid INS documents to lenders
or CDCsto determine digibility.

The INS publication titled "A Guide to Sdected U.S. Trave/ldentity

Effective: 12-01-00

Documents for Law Enforcement Officers' provides color photographs and
facts about the most commonly used authorization documents but is not
comprehensve. All SBA fidd offices and processing and servicing centers
should obtain a copy of this publication from the nearest INS office or
telephone 800-870-3676. A ligt of INS offices and suboffices can be found at
www.ins.usdoj.gov/graphi csfid dofficesindex.htm.
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SBA, lenders, and CDCs must place a photo copy of theindividud's

3

documentation in the casefile.

Verification of INS Status

Because fraudulent INS documents are a serious problem, lenders and CDCs

must verify the INS status of each dien, including LPRs who are required to
submit INS documents. Y ou must document the findings in the application
package. Thisappliesin dl cases, regardless of the processing method or loan

programs.

The lender or CDC submits an INS Form G-845 (845), "Document

Veificaion Request,”" with supporting information to the nearest INS office.
INS releases information about the status of an dien to lenders or other non-
governmentd entities ONL Y when a sgned and dated authorization from the
dien is attached to and submitted with the 845 on that dien. INS requires that
authorizations provide the person's name, address, and date of birth. INS
accepts ether of the following authorization satements:

(a) | authorize the Immigration and Naturalization Service to release

information regarding my immigration satus to [name of lender].

(b) | authorize the Immigration and Naturdization Savice to release dien

(4)

verification information about me to [name of lender].

Lega Permanent Resident-Owned Smdl Businesses

Immigrants (LPRs) arethe ONLY dass of diensresdinginthe U.S. digibleto

obtain financia assstance from SBA without complying with the requirements
gated in the paragraph titled "Additiona Reguirements for Smal Businessesin
Subparagraphs (5) and (6) of This Paragraph.”

The primary document acceptable as evidence of LPR satusis INS Form |-

Effective: 12-01-00

551 (551). INS hastwo versons of the 551. Oneistitled "Resident Alien
Card." The other istitled "Parmanent Resdent Card." The latter is the most
recent version of the 551.
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INS requires replacement of the 551 every 10 years to update the photograph

and security measures. Replacement may dso be necessary if the 551 islos,
theindividua changes name, etc. LPR status does not lapse and is not in
jeopardy merely because the 551 document lapses.

Replacement may take more than ayear. Acceptable forms of evidence when

the 551 has been submitted to INS for replacement or has an expired date
indude the following:

* A temporary stamp by INS on the individual's passport that says,

"Processed for 1-551 - Temporary Evidence of Lawful Permanent
Residence"

* INS Form |-327, "Re-entry Permit," issued to LPRsin lieu of

passports, which isvaid for only 2 years.

* INS Form I-797, "Notice of Action," areceipt issued to an dien when

the 551 islost or surrendered for renewa or changes (e.g., aname
change because of marriage or divorce).

Conviction of crimind activity of afdony natureis the primary basis for

termination of LPR satus and/or deportation. INS holds administrative
hearings to determine whether to impose termination of LPR status and/or

deportation.

NOTE: SBA requires that the 551 or an acceptable substitute must be current

(5)

a thetimeit is submitted with an application. SBA will return the application
without accepting it for processang if the INS documentation is not currently in
force.

Smal Businesses Owned by Foreign Nationds or Foreign Entities

To be digible an applicant smdl busness owned by aforegn nationa or a

Effective: 12-01-00

foreign entity must have aplace of businesslocated in the U.S.; operate
primarily within the U.S.; pay taxesto the U.S.; and use American products,
materias, and labor.
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As areault of this, the business and its employees are subject to U.S. and local

(6)

taxes.

Businesses Owned by Non-immigrant Aliens Residing in the U.S.

Businessss owned by documented diens may be digible. They must have

current/vdid INS documentation permitting them to residein the U.S. legdly.
The documentation/status of each dien must be verified with INS. Aliens must
comply with the requirements stated in the subparagraph titled " Additiona
Requirements for Small Businessesin Subparagraphs (5) and (6) of This
Paragraph" and meet SBA's other credit and digibility criteria

Businesses owned by undocumented (illegd) diens are not digible for SBA

assistance.

Businesses owned by diens who are subject to the Immigration Reform and

Control Act of 1986 (IRCA) might be digible under limited circumstances.
IRCA invests INS with the authority to grant illegd diens lawful temporary
resident status under its provisions. Some diens dready enjoy thisstatus. INS
can grant it to othersin accordance with the provisions of IRCA.

IRCA prohibits financia ass stance to businesses owned 20 percent or more by

such individuas for aperiod of 5 years after INS grants the dlien lawful status.

This disgudification does not apply to Cuban or Haitian entrants or dien

entrants subject to IRCA who are aged, blind, or disabled. The definition of
blind or disabled is equivalent to SBA's criteria for determining digibility for
assgtance to any small business owned by disabled individuals.

All applicants sdf-cartify that they are digible under IRCA by certifying that

Effective: 12-01-00

they have received and read SBA Form 1261, "Statements Required by Law
and Executive Orders.” This form includes a certification that IRCA does not

apply to them.
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(7) Additiona Reguirements for Smal Businesses in Subparagraphs (5) and (6) of
This Paragraph

Businesses and thelir owner(s) in this category must comply with Appendix 3,
"Redtrictions on Foreign Controlled Enterprises,” of this SOP. They M UST
a0 meet the following:

@ Provide evidence that separate continua and congstent management (in
addition to the owners) exigts and will continue indefinitely. The
management must have U.S. citizenship or verified LPR status. The
potentia for absentee ownership is much greater for busnessesin this
category. Management must have operated the businessfor at least 1
year prior to the application date. The gpplication must contain
assurance that management is expected to continue in place indefinitdly.

This requirement prevents financid asssance to "sart-up" businesses
owned by aliens who do not have L PR status.

The persond guarantee of management must be considered as aloan
condition and if not required, the loan report must explain why.

(b) Pledge collaterd within the jurisdiction of the U.S. sufficient to pay the
loan any time during itslife (based on SBA's definition of collaterd in
SUBPART "A", Chapter 4, para. 1h). This requirement is mandatory
for reasons of digihility for these types of busnessesfor the life of the
loan.

However, the credit decison on these applications must be based
primarily on repayment ability and other credit factors, not collaterdl.

All Authorizations for loansto dien (other than LPR)-owned and
foreign-owned smal businesses must include this requirement. Lenders
participating in expedited loan programs (e.q., PLPs, SBAEXpress,
CLPs, LowDoc, etc.); CDCs (including PCLPs); and SBA personnd
must comply with this requirement for the entire life of the loan.

Effective: 12-01-00
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Redtrictions on Businesses Involved in Internationa Trade

Whenever an applicant indicates that they conduct international trade, the lender or

CDC must verify that the U.S. Government does not restrict trade with any country
where the applicant does business. Verification congsts of reviewing the Export-Import
Bank's current "Country Limitation Schedule' (CLS). When an applicant conducts
commercid trade in a country that the list identifies as unlawful with which to trade
(referenced on the CL S as footnote #7), the application is not eigible and cannot be
accepted for processing, even if the purpose of the proceeds is to finance a transaction
to anon restricted country.

Thisschedule ligts dl countries with which commercid activity is unlawful. If the lender

tells SBA ordly instead of in writing, you must document the ora statement in the case
file. The CLSis made available by Ex-Im Bank and is updated as needed or annualy.
A current schedule can be obtained viathe internet address:
http:/Amww.exim.gov/country/cntlimit.html.

Effective: 12-01-00
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CHAPTER 3-SZE
1 SIZE STANDARDS

.121.101 What are SBA size standards?

SBA's size standards define whether a business entity issmall and, thus, digible for Gover nment
programsand preferencesreserved for " small business’ concer ns. Size standar ds have been established
for types of economic activity, or industry, generally under the Standard Industrial Classification (SIC)
System. ... A full table matching a size standar d with each four-digit SIC codeisalso published annually
by SBA in the Federal Register.

The current Sze slandards can be found via SBA's home page at http://iwww.sba.gov.

2. ESTABLISHMENT OF SBA SIZE STANDARDS
.121.102 How does SBA establish size standar ds?

(a) SBA considerseconomic characteristics comprising the structure of an industry, including degr ee of
competition, averagefirm size, start-up costsand entry barriers, and distribution of firmsby size. It also
consider stechnological changes, competition from other industries, growth trends, historical activity
within an industry, unique factorsoccurring in theindustry which may distinguish small firmsfrom other
firms, and the objectives of its programs and theimpact on those programs of different size standard
levels.

(b) Aspart of itsreview of a size standard, SBA will investigate if any concern at or below a particular
standar d would be dominant in theindustry. SBA will takeinto consideration market share of aconcern
and other appropriate factorswhich may allow a concern to exercissamajor controlling influenceon a
national basisin which a number of business concernsare engaged. Size standardsseek to ensurethat a
concer n that meets a specific size standard isnot dominant in itsfield of operation.

(c) Please addressany requeststo change existing size standards or establish new onesfor emerging
industriestothe Assistant Administrator for Size Standards, Small Business Administration, 409 3rd
Street, SW., Washington, D.C. 20416.

3. AFFILIATION

.121.103 What isaffiliation?

(a) General Principlesof Affiliation.
(1) Concernsare affiliates of each other when one concern controlsor hasthe power to control
theother, or athird party or partiescontrolsor hasthe power to control both.
(2) SBA considersfactorssuch as owner ship, management, previousrelationshipswith or tiesto
another concern, and contractual relationships, in determining whether affiliation exists.
(3) Individualsor firmsthat haveidentical or substantially identical business or economic
inter ests, such asfamily members, per sonswith common investments, or firmsthat are
economically dependent through contractual or other relationships, may betreated asone party
with such interests aggregated.
(4) SBA countsthereceiptsor employees of the concern whose sizeisat issue and those of all its
domestic and foreign affiliates, regar dless of whether the affiliates are organized for profit, in
determining the concern'ssize.

Effective: 01-29-99

71



SUBPART "A" SOP 50-10(4)

((9)] Exclusions from affiliation
(1) Businessconcernsowned in whole or substantial part by investment companieslicensed, or
development companies qualifying, under the Small Business I nvestment Act of 1958, as
amended, are not consider ed affiliates of such investment companiesor development companies.
(2) Businessconcernsowned and controlled by Indian Tribes, Alaska Regional or Village
Corporaionsorganized pursuant to the Alaska Native Claims Settlement Act (43 U.S.C. 1601),
Native Hawaiian Organizations, or Community Development Cor por aions authorized by 42
U.S.C. 9805 are not consider ed affiliates of such entities, or with other concerns owned by these
entities solely because of their common owner ship.
(3) Businessconcernswhich arepart of an SBA approved pool of concernsfor ajoint program of
resear ch and development as authorized by the Small Business Act are not affiliates of one
another because of the poal.
(4) Business concer nswhich lease employees from concerns primarily engaged in leasing
employeesto other businesses are not affiliated with the leasing company solely on the basis of a
leasing agr eement.
(5) For financial, management or technical assistance under the Small Business I nvestment
Company program, an applicant concern isnot affiliated with theinvestorslisted in par agraphs
(b)(5)(i) through (vi) of thissection if theinvestorsdo not control the concern except under those
circumstances set forth in .107.865(c) or (d) of thischapter. For purposesof this paragraph
(b)(5), " control" isdetermined under .107.865 of this chapter.
(i) Venture capital operating companies, asdefined in the U.S. Department of L abor
regulationsfound at 29 CFR 2510.3-101(d);
(it) Employee benefit or pension plans established and maintained by the Federal
government or any state, or their political subdivisions, or any agency or instrumentality
thereof, for the benefit of employees;
(iii) Employee benefit or pension planswithin the meaning of the Employee Retirement
Income Security Act of 1974, asamended (29 U.S.C. 1001, et seq.);
(iv) Charitabletrusts, foundations, endowments, or similar or ganizations exempt from
Federal incometaxation under section 501(c) of the Internal Revenue Code of 1986, as
amended (26 U.S.C. 501(c));
(v) Investment companiesregistered under the lnvestment Company Act of 1940, as
amended (1940 Act) (15 U.S.C. 80a-1, et seq.); and
(vi) Investment companies, asdefined under the 1940 Act, which arenot registered
under the 1940 Act because they are beneficially owned by lessthan 100 persons, if the
company'ssalesliterature or organizational documentsindicatethat itsprincipal
purposeisinvestment in securitiesrather than the operation of commercial enterprises.
(6) A protégéfirm isnot an affiliate of a mentor firm solely because the protégéfirm
receives assistance from the mentor firm under Federal Mentor -Protégé programs.

(c) Affiliation based on stock owner ship.
(1) A person isan affiliate of a concern if the person ownsor controls, or hasthe power to
control 50 percent or more of itsvoting stock, or a block of stock which affords control because it
islarge compared to other outstanding blocks of stock.
2 If two or more per sons each owns, controlsor hasthe power to control lessthan 50
percent of the voting stock of a concern, with minority holdingsthat are equal or approximately
equal in size, but the aggr egate of these minority holdingsislarge as compared with any other
stock holding, each such person ispresumed to be an affiliate of the concern.

Effective: 12-01-97
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(d) Affiliation arising under stock options, convertible debentures, and agreementsto merge. Since
stock options, convertible debentures, and agreementsto merge (including agreementsin princi-
ple) affect the power to control a concern, SBA treatsthem asthough therightsgranted have
been exer cised (except that an affiliate can not use them to appear to terminate control over
another concern beforeit actually doesso). SBA gives present effect to an agreement to merge or
sall stock whether such agreement is unconditional, conditional, or finalized but unexecuted.
Agreementsto open or continue negotiationstowardsthe possibility of amerger or a sale of stock
at somelater datearenot considered " agreementsin principle' and, thus, are not given present
effect.

(e) Affiliation based on common management. Affiliation ariseswhere one or more officers, direc-
torsor general partnerscontrolstheboard of directorsand/or the management of another
concern.

® Affiliation based on joint venture arrangements.
D Partiesto ajoint ventureare affiliatesif any one of them seeks SBA financial assistance
for usein connection with thejoint venture.
(2 Concernsbidding on a particular procurement or property saleasjoint venturersare
affiliated with each other with regard to performance of that contract.
3) A contractor and subcontractor aretreated asjoint venturersif the ostensible
subcontractor will perform primary and vital requirements of a contract or if theprime
contractor isunusually reliant upon the ostensible subcontractor. All requirementsof the
contract are considered in reviewing such relationship, including contract management,
technical responsibilities, and the per centage of subcontracted work.
4 For size purposes, a concern must includein itsrevenuesits proportionate share of joint
venturereceipts.

(9) Affiliation based on franchise and license agreements. Therestraintsimposed on a franchisee or
licensee by itsfranchise or license agreement relating to standar dized quality, advertising,
accounting format and other similar provisions, generally will not be considered in deter mining
whether thefranchisor or licensor isaffiliated with the franchisee or licensee provided the
franchisee or licensee hastheright to profit from itseffortsand bearstherisk of loss
commensurate with owner ship. Affiliation may arise, however, through other means, such as
common owner ship, common management or excessiverestrictions upon the sale of the franchise
interest.

a Do Affiliates Affect Sze Standard Eligibility?

Sizeis determined based on the combined operations of an applicant and dl its affiliates.

Businesses that have common ownership, common management, or contractua
relationships may be ffiliates. The gpplicant, dong with its affiliates, may be digible
under SBA's Sze slandards if the entire group as a unit is digible usng the size sandard
for the group's primary industry. The applicant itsdf must also meet the size sandard
for itsbusiness.

Effective: 12-01-97
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b. What Else Mus Be Consdered When Affiliates Are Involved?

Evenif the busnessinduding its effiliatesis smdl, you must use the group's financid
gatements to answer the following questions.

1) Do dl the outstanding SBA loans to the business and its effiliates limit the
amount of the loan you can approve?

2 Do the effiliates have liquid assets (outside resources) to inject into the
business?

3 Will the loan replenish funds used for an indigible purpose?

4 How do the affiliates operations affect cash flow? Do they add strength to
repayment ability? Do they dlow the principas to draw less from the business?

C. Businesses Owned by Close Family Members

SBA presumes that close family members, such as spouses, have an identity of interest
and should be treeted as one person for affiliation purposes. The gpplicant can rebut
this presumption by showing:

@ That there has been a clear fracture between the family membersin question;
2 That the family members are not closely involved in each other's businesses; or

3 That other factors exist that would make the presumption unjust or inequitable
under the circumstances.

(See subpart A, chapter 6, paragraph g(2) for Equa Credit Opportunity Act rules.)

d. How Are Complicated Affiliation Questions to be Handled?

In mogt ways, &ffiliation determinations are handled the same as other digibility
determinations. Where the issue is not clear, the SBA loan officer consults SBA field
counsdl. If thereisadifference of opinion between FD and counsd, procedures are
followed to obtain a decison from the AA/FA or designee.  (See subpart A, chapter 2,
paragraphs 1.a., b., and c.)

However, there is an additiona option available. At any point during the digibility
determination, the applicant for assstance or the SBA officid with authority to take find

action on the assistance requested may request a determination on affiliation from the
appropriate Government Contracting Area Office (GCAO). [See 13 CFR

Effective: 12-01-97
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.121.1001(b)(1).] If that request is made, the responsible Government Contracting
Area Director or desgnee will make the decision, not arecommendation. [See 13
CFR .121.1002.] The Office of Hearings and Appeds (OHA) may, at its sole
discretion, review the GCAO determination based on arequest filed under the
procedures set forth in 13 CFR Part 134.

e Affiliation of Licensees/Franchisees with thair Licensor/Franchisors

The following provisonsin franchise agreements have been found to ather give the
franchisor so much control over the operations of the franchisee or to so redtrict the
opportunity of the franchisee to have the benefit of profits or the risk of loss from the
operations, that the franchisees and franchisor were considered affiliates:

N
2

3

(4)

Q)

(6)

A franchise fee equa to 52 percent of gross profits;

A provisonthat dlowed the franchisor to terminate the franchise at any time
without cauise;

A provison that dlowed the franchisor to terminate the franchise whenever the
franchisor opened a new retail store in the franchisee's primary zip code;

A provison that afranchisee could not trandfer itsinterest in the franchise
without the prior written consent of the franchisor, which could be withheld for
any reason in the exercise of the franchisor. s sole subjective judgment;

A provison that the franchisor has the option to purchase the franchisee's assets
upon expiration or breach of the franchise, where the franchisor has the ability
to control the price at the time of purchase

@ by the franchisor unilaterally determining "fair market value'; and
(i) by the franchisor unilaterdly sdlecting an gppraiser for the assts.
A temporary personnd service where the employees recruited by the franchisee
are hired on the franchisor's payrall; the franchisor handles dl billing activities for

the franchisee: and the franchisor shares losses with the franchisee on the same
basis as the sharing of gross profits (40 to 60 percent).

4. CALCULATION OF ANNUAL RECEIPTS

.121.104 How does SBA calculate annual receipts?
@) Definitions. In determining annual receipts of a concern:

D

Effective: 12-01-97
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plusthe" cost of goods sold" asthesetermsaredefined or reported on I nternal Revenue Service
(IRS) Federal tax return forms (Form 1120 for corporations, Form 1120Sfor Subchapter S
corporations; Form 1065 for partnerships; and Form 1040, Schedule F for farm or Schedule C
for other sole proprietorships). Howewer, theterm receipts excludes net capital gainsor losses,
taxes collected for and remitted to ataxing authority if included in gross or total income, proceeds
from thetransactions between a concern and itsdomestic or foreign affiliates (if also excluded
from grossor total income on a consolidated return filed with the IRS), and amounts collected for
another by atravel agent, real estate agent, advertising agent, or conference management service
provider.

Wheat is Meant by "Defined or Reported”?

A. If tax returns have not been filed (reported), SBA will calculate annua receipts asif they
were filed because that is how receipts are defined. For example, if tax returns were
filed in 1993, 1994, and 1995, but not for 1996 yet, athough the fiscal/tax year has
ended at the time the gpplication isfiled in 1996, use the last three completed years, i.e,
1994, 1995 and 1996. This requires a determination of how receipts for 1996 will be
reported because that is how they are "defined.”

(2) Completed fiscal year means ataxable year including any short period. Taxable year and short
period have the meaning attributed to them by the IRS.

(3) Unlessotherwisedefined in thissection, all termsshall have the meaning attributed to them
by theIRS.

b Period of measurement.
(1) Annual receiptsof a concern which hasbeen in businessfor 3 or more completed fiscal years
meansthereceipts of the concern over itslast 3 completed fiscal yearsdivided by three.
(2) Annual receiptsof a concern which hasbeen in businessfor lessthan 3 completefiscal years
meansthereceiptsfor the period the concern hasbeen in business divided by the number of
weeksin business, multiplied by 52.
(3) Annual receiptsof a concern which hasbeen in business 3 or more complete fiscal year s but
hasa short year asone of those year s meansthereceiptsfor the short year and the two full fiscal
yearsdivided by the number of weeksin the short year and thetwo full fiscal years, multiplied by

52.
(c) Use of information other than the Federal tax return. Where other infor mation gives SBA reason
toregard Federal Income Tax returnsasfalse, SBA may baseits size deter mination on such other infor-

mation.

(d) Annual receiptsof affiliates.
(1) If aconcern hasacquired an affiliate or been acquired asan affiliate during the applicable
averaging period or before small business self-certification, the annual receiptsin determining
size statusincludethereceipts of both firms. Furthermore, thisaggregation appliesfor the
entireapplicable period used in computing sizerather than only for the period after the affiliation
arose. Receiptsaredetermined for the concern and its affiliatesin accor dance with paragraph (b)
of this section even though this may result in different periodsbeing used to calculate annual
receipts.
(2) Theannual receiptsof aformer affiliate arenot included asannual receiptsif affiliation
ceased beforethe date used for determining size. Thisexclusion of annual receipts of aformer

Effective: 12-01-97
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affiliate appliesduring the entire period used in computing size, rather than only for the period
after which the affiliation ceased.

5. DEFINITION OF "BUSINESS CONCERN OR CONCERN"

.121.105 How does SBA define " business concern or concern” ?

(a) A business concern eligible for assistance from SBA asa small businessisa business entity
organized for profit, with a place of businesslocated in the United States, and which operatesprimarily
within the United States or which makesa significant contribution to the U.S. economy through payment of
taxesor use of American products, materialsor labor.

b A business concern may bein thelegal form of an individual proprietorship, partner ship, limited
liability company, cor poration, joint venture, association, trust or cooper ative, except that wheretheform
isajoint venturethere can be no morethan 49 percent participation by foreign business entitiesin the
joint venture.

(c) A firm will not betreated as a separate business concern if a substantial portion of its assets
and/or liabilities arethe same asthose of a predecessor entity. In such a case, theannual receiptsand
employees of the predecessor will betaken into account in determining size.

6. SBA'SCALCULATION OF NUMBER OF EMPLOYEES
.121.106 How does SBA calculate number of employees?

(a) Employees counted in determining sizeinclude all individuals employed on a full-time, part-time,
temporary, or other basis. SBA will consider thetotality of the circumstances, including factorsrelevant
for tax purposes, in determining whether individuals are employees of the concern in question.

((9)] Wherethesize sandard isnumber of employees, the method for determining a concern'ssize
includesthefollowing principles:
D Theaverage number of employees of the concern isused (including the employees of its

domestic and foreign affiliates) based upon number s of employeesfor each of the pay periodsfor
the preceding completed 12 calendar months.

(2 Par t-time and tempor ary employees ar e counted the same asfull-time employees.

3) If aconcern hasnot been in businessfor 12 months, the average number of

Effective: 12-01-97
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employeesisused for each of the pay periodsduring which it hasbeen in business.
4 Thetreatment of employees of former affiliatesor recently acquired affiliatesisthe
sameasfor size determinationsusing annual receiptsin .121.104(d).

7. DETERMINATION OF A CONCERN'S" PRIMARY INDUSTRY"

.121.107 How does SBA determine a concern's” primary industry" ?

In determining the primary industry in which a concern or a concer n combined with its affiliatesis
engaged, SBA considersthedistribution of receipts, employeesand costs of doing businessamong the
different industriesin which business operations occurred for the most recently completed fiscal year.
SBA may also consider other factors, such asthedistribution of patents, contract awards, and assets.

Which Size Standard is Used When a Businessisin More Than One Activity?

If a concern without affiliates is engaged in activity in more than one industry with different sze
gtandards, use the size sandard for the concern's primary industry.

8. PENALTIESFOR MISREPRESENTATION OF SIZE STATUS

.121.108 What arethe penaltiesfor misrepresentation of size status?

In addition to other lawswhich may be applicable, section 16(d) of the Small Business Act, 15 U.S.C.
645(d), provides severe criminal penaltiesfor knowingly misrepresenting the small business size status
of aconcern in connection with procurement programs. Section 16(a) of the Act also provides, in part, for
criminal penaltiesfor knowingly making false statements or misrepresentationsto SBA for the purpose
of influencing in any way the actions of the Agency.

0. SIZE STANDARDSARE IDENTIFIED BY SIC CODES

.121.201 What size standar ds has SBA identified by Standard Industrial Classification codes?

Thesize standardsdescribed in this section apply to all SBA programs unless other wise specified. The
Size standar dsthemselves ar e expressed either in number of employeesor annual receiptsin millions of
dollars, unless otherwise specified. Thenumber of employeesor annual receiptsindicates the maxi mum
allowed for a concern and its affiliatesto be considered small. . . .

The SIC Code Alternatives

The Office of Management and Budget (OMB) is respongble for publishing the Standard
Indugtrid Classification Codes while the Department of Commerce devel ops the actua
breskout of the different classfications. The Department of Commerce has revamped the
indudtria classfication system to coordinate efforts with Canada and Mexico, aswell asto
expand the breakout of industries from 4 to 6 digits. The North American Industry
Classfication System (NAICS) became effective 01/01/98. SBA did not convert to the six digit
system at thet time. If SBA convertsto this new system, revisions will be made to exigting
requirements and forms.

Effective: 01-29-99
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10.  SIZE STANDARDSAPPLICABLE TO FINANCIAL ASSISTANCE

.121.301 of theregulation reads asfollows:

@ For BusinessL oansand Disaster L oans (other than physical disaster loans), an applicant must
not exceed the size standard for theindustry in which:

D Theapplicant combined with its affiliatesis primarily engaged; and

2 Theapplicant aloneisprimarily engaged.

) For Development Company programs, an applicant must meet one of thefollowing standar ds:
(1) Including its affiliates, tangible net worth not in excess of $6 million, and aver age net
income after Federal income taxes (excluding any carry-over losses) for the preceding two
completed fiscal yearsnot in excess of $2 million; or
(2 The same standar ds applicable under paragraph (a) of thissection. . ..

(c) Theapplicable size standardsfor the purpose of all SBA financial assistance programs,
excluding the Surety Bond Guarantee assistance program, areincreased by 25 per cent whenever the
applicant agreesto usethe assistance within alabor surplusarea. Labor surplusareasarelisted monthly
in the Department of Labor publication called " Area Trends."

Q. What are generd sze standards that gpply to most businesses?

A. For mogt retail businesses, the applicant and its affiliates cannot exceed $5.0 millionin
gross sales averaged over the last 3 fiscal years.

For most wholesale businesses, the applicant and its affiliates cannot have more than
100 employees.

For most manufacturing businesses, the applicant and its affiliates cannot have more than
500 employees.

11. WHEN SIZE STATUSOF AN APPLICANT ISDETERMINED

.121.302 When does SBA determinethe size status of an applicant?

@) Thesize of an applicant for SBA financial assistanceisdetermined as of the date the application
for such financial assistance isaccepted for processing by SBA, except for the Disaster Loan and Pre-
ferred Lendersprograms.

(0)] For the Preferred Lenders program, sizeisdetermined as of the date of approval of theloan by the
Preferred Lender.
(c) For disaster loan assistance (other than physical disaster loans), size statusis deter mined as of

thedatethedisaster commenced, as set forth in the Disaster Declar ation.

(d) Changesin size subsequent to the applicable date when size is deter mined will not disqualify an
applicant for assistance.

Effective: 01-29-99
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12.

a How Does Post Approva Growth |mpact Size?

SBA can asss an exigting business that is small as of the date the gpplication is
accepted for processing by SBA, even if the financing results in the business exceeding
the sze standard.

b. How Does the Acquistion of a Business Impact Sze?

By poalicy, the business to be acquired must be digible (including by sze) a the time of
gpplication, even though the actud acquisition does not occur until the loan is disbursed.

If the gpplicant aready owns one business and isusing & least part of the proposed
loan proceeds to acquire anew business, the sizes of the two businesses are combined
to determine if the gpplication issze digible.

SIZE PROCEDURES BEFORE A FORMAL DETERMINATION

.121.303 What size proceduresar e used by SBA beforeit makesa formal size determination?

@) A concern that submitsan application for financial assistanceis deemed to have certified that it is
small under the applicable size standard. SBA may question the concern's status based on information
supplied in the application or from any other source. . . .

) A small businessinvestment company, a development company, a sur ety bond company, or a
preferred lender may accept astruethe sizeinformation provided by an applicant, unless credible evidence
tothecontrary isapparent.

(c) Sizeisinitially considered by theindividual with final financial assistance authority. Thisisnot a
formal size determination. A formal determination may berequested prior to adenial of digibility based on
size.

d An applicant may request a formal size deter mination when assistance has been denied for size
ineligibility. Except for disaster loan digibility, arequest for aformal size determination must be madeto
the Gover nment Contracting Area Director serving the areain which the headquartersof theapplicant is
located, regardless of thelocation of the parent company or affiliates. For disaster loan assistance, the
request for a size determination must be madeto the Area Director for the Disaster Area Office which
denied the assistance.

(e) Therearenotimelimitationsfor making aformal size determination for purposes of financial
assstance. The official making the formal size deter mination must provide a copy of the deter mination to
the applicant, to therequesting SBA official, and to other interested SBA program officials.

Effective: 01-29-99
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13.

14.

SIZE REQUIREMENTS FOR REFINANCING AN SBA LOAN

.121.304 What arethesizerequirementsfor refinancing an existing SBA loan?
(a) A concern that appliesto refinance an existing SBA loan or guar antee will be considered small
for therefinancing even though its size hasincreased since the date of the original financing to exceed its
applicable size standard, provided that:
(1) Theincreasein sizeisdueto natural growth (asdistinguished from merger, acquisition or
similar management action); and
(2) SBA determinesthat refinancingis necessary to protect the Government'sfinancial interest.

(b) If aconcern'ssize hasincreased other than by natural growth, the concern and its affiliates must
besmall at thetimethe application for refinancing is accepted for processing by SBA.

SIZE REQUIREMENTSFOR LOANS RELATED TO PROCUREMENT

.121.305 What size eligibility requirementsexist for obtaining businessloansrelating to particular
procurement?

A concern qualified assmall for a particular procurement, including an 8(a) subcontract, issmall for
financial assistance directly and primarily relating to the perfor mance of the particular procurement.

See 13 CFR 121 for al rules pertaining to small business size regulations.

Effective: 01-29-99

80-1



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

Effective: 01-29-99

80-2



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

CHAPTER 4 - CREDIT
1 SBA'SLENDING CRITERIA

.120.150 What are SBA'slending criteria?

Theapplicant (including an Operating Company) must be credit worthy. Loansmust be so sound asto
reasonably assurerepayment. SBA will consider:

(a) Character, reputation, and credit history of the applicant (and the Oper ating Company, if applicable),
its Associates, and guarantors:

a Consderation of Character

Have the principas higtoricaly shown the willingness and ability to pay their debts?
Have they abided by the laws of their community? While the lender will normaly be
more knowledgeable about the strength of a principd's character, the loan officer must
be attentive to information contained in the credit file which may have an impact on this
issue. Adverseinformation on the "Statement of Persona History,” SBA Form 912,
may indicate character issues that need to be addressed. See Subpart A, chapter 6,

paragraph 4(d).

(b) Experienceand depth of management;

b. Congderation of Management

In assessing management ability, consder such factors as education, experience and
moativation. While the opinion of the lender or the business development officer must be
consdered, you must independently assess and eva uate the gpplicant's management
ability or potential. 'Y ou may comment briefly in the loan report when management skill
isclearly satisfactory. Otherwise, address any weaknesses and identify waysto
improve deficient areas. 'Y ou may consider requiring training, SCORE, or other
assistance as a prerequisite to disbursement.

(c) Strength of thebusiness

C. Congderation of Business Strength

We judge the financid strength of a business by andysis and consderation of:

(@D} Bdance Sheets - Understanding past operations is necessary to know where
the firm is headed. Bdance sheets dlow you to chart the history of where afirm
has been and where it is as of the current satement. The pro forma balance
sheet shows you whereiit is headed. In analyzing the pro formayou must do the
following.

Effective: 01-29-99
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@ Evduate the baance sheet and make any necessary adjustments by
deleting intangibles, such as goodwill not associated with the purchase
of agoing concern, old accounts receivable, non-business assets and
other items as gppropriate. Note: goodwill in the purchase of agoing
concern may be a legitimate vaue, dbeit a soft vaue, which may add
support to an otherwise well-leveraged capita pogtion.

(b) Adjugt inflated asset values and excessive depreciation and evauate
questionable items.

(© Perform sufficient ratio analysis to understand past operations and
trends and to assure that resources are adequate for the businesss
needs. You must dso andyze the factors that make up the ratios and
their impact on the financid condition of the business.

Working Capital Adequacy

Adequate working capitd is of mgor importance to most SBA borrowers.
Many firms have falled before reaching their potentid due soldly to inadequate
working capital. The working capita analyss format in SOP 50-11 isan
excdlent tool and should be regularly utilized. The andyssdlowsyou to
congtruct the relevant bal ance sheet components of the applicant based only on
projected sales and Robert Morris Association (RMA) industry averages. It
revedls the dollar amount of cash, accounts receivable, inventory and accounts
payable that the average firm would have at the projected salesleve.
Comparison to the pro forma baance sheet of the applicant alows for adirect
comparison of working capita adequacy.

If necessary, asin the case for most Sart-ups, you may aso require the
gpplicant to provide a detailed cash flow projection. Consder increasing the
loan amount if the request does not provide for sufficient working capital. Do
not reduce a needed working capital portion of aloan merely to improve the
debt to net worth ratio or to reduce a collateral shortage. Also, be aware of the
additional cogts which might result from SBA or lender imposed conditions.

82



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

3 Asset Revaduation = A Caution

The revauation of assets to increase net worth occasiondly has merit but often
does not. Revauations are frequently cosmetic intended ssimply to improve the
baance sheet. Before accepting them, carefully eva uate the following.

@ The focus of appreciaion clamsisusudly red estate. Other assets
rarely appreciate. Revauation may have vaidity if the red estate has
been held for along period and market values have increased.

(b) Claims of appreciation of newly purchased assats are seldom vaid.
The purchase price of such assatsis usudly a better test of value for

analys's purposes.

(© If you increase the pro forma net worth by means of asset revauation,
the entry must be judtified in the loan report and supported by awritten
goprasd.

(d) Past earnings, projected cash flow, and futur e prospects;

d. How Should Repayment Ability Be Evauated?

Higtorica earnings and cash flow are the best bases upon which to gauge repayment
ability. Projections are to be consdered the basis for determining repayment when
there is a change in the circumstances affecting the business or alack of higorica
financid data. Regardless of whether historica or projected performance is the basis
for repayment, Al expenses (e.q., operating expenses, owners withdrawas, sdlaries,
dividends, etc.) must be consdered when evauating repayment ability.

@ Historica Cash Flow

The best evidence of repayment ability is sufficient cash flow from prior
operations to retire the anticipated annua fixed obligations of the business.
Always note any trends in revenues and cash flows.

Interim operating Statements may not be ardiable basis for loan approvals,

particularly where the interim results are inconsistent with the prior operating
results. Interim statements for seasona businesses can be especidly mideading.

Effective: 12-01-00
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Projected Cash Flow

If historical cash flow does not demondirate repayment ability, aredigtic
projection of future earnings must be used. The projections must be tested
againg industry averages and historicd operations to assess feasibility. You
must explain any sgnificant variations.

(e) Ability torepay theloan with earningsfrom the business;

e Congderation of Repayment Ahility

@

2

3

Effective: 12-01-97

Business Earnings Vs. Collatera

Theability to repay aloan from the cash flow of the businessisthe most
important consideration in SBA'sloan making process. All SBA loans
must be of such sound value or so secured as to reasonably assure repayment.
Sound value contemplates such factors as good character, earnings, collaterd,
management ability and financia condition. The object is not to obtain sufficient
collatera to completely liquidate loans under future conditions. The SBA does
not make loans based upon the liquidetion vaue of collatera. Thiswould bea
disservice to the borrower. If you do not believe afirm can repay the loan from
the cash flow of its operations, you must decline the loan application.

Annud Fixed Obligations

The pro forma schedule of annud fixed obligations, which you mugt fully
completein the loan report, is avery important dement in analyzing the ability to
repay. Annud fixed obligations, including the proposed loan, are generdly
shown asthetota principa obligation of term debt. Sometimes it may be
difficult to bresk down an exigting fixed obligation into principa and interest.

Y ou should comment in your report if interest isincluded as part of the fixed
obligation amount.

Compensation of Ownerg/Principas

Y ou mugt consder the effect that owner compensation may have on repayment
ability. Answer the following questions and any others which may be rlevant.

@ What persona obligations and expenses does each owner have?
(b) How much compensation, including bonuses, perks, and benefits, isthe
business redly paying each owner?



SUBPART "A"

(4)

Q)

SOP 50-10(4)
(© Are company "assets' benefiting the company or any owner?
(d) How do these practices impact the cash flow and repayment ability?

(e Do the balance sheets show increasesin "L oan(s) Rece vable-Officer(s)
or Partner(s)" accounts? Increases in these accounts usudly indicate
funds being paid to the officerdpartnersin addition to their normal
compensation listed on the income statement for thet year. This
conced s the impact on net profits and net worth and causes the
traditiond rule of thumb cash flow cdculation to be inflated.

Actud Cash How vs. Rule of Thumb Cash Flow

Andyssof actud cash flow is preferred over "rule of thumb™ cash flow for
andyzing repayment ability. "Rule of thumb" cash flow can be digtorted easily
by ownership and management through their accounting practices and reporting.

Net profits do not usualy equate to cash available to service debt. Expenses
for depreciation may be distorted as a result of management's method of
dlocation and may be short-term in nature. "Rule of thumb" cash flow often
may indicate repayment ability when actud cash flow isinsufficient or even
negdive. It may aso incorrectly indicate an inability to repay when substantia
cash flow is actudly available to repay theloan. A company's actud cash flow
should dways be andyzed when there have been sgnificant changesin its
operations.

Importance of Analyzing the Source of the Cash FHow

The presence of a positive actua cash flow is not necessarily an indication of
repayment ability. If the source of the cash flow ismogily or entirely from the
occurrence of debt, equity injection or sale of company assets, repayment
ability may not exis.

(f) Sufficient invested equity to operate on a sound financial basis;

f. Eaquity Investment Policy

D

Effective: 12-01-97

Adequacy of Equity
SBA generdly will not provide 100 percent financing for afirm. Financing of

more than 90 percent of the cost of red estateis not eligible under PLP. See
subpart D. Y ou must decide whether equity is adequate on a case-by-case
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bass. Thisis particularly important for new businesses where a pattern of
earnings has not been established. A solid equity position reduces the need for
debt, provides an incentive for the principas to remain committed, provides a
cushion which helps the business endure economic dumps, and improvesthe
vaue of the collateral as security for the loan. Excessive debt can place
unreasonable demands on afirm's ability to develop sufficient cash flowsto
sviceit.

Debt to Equity Ratio

Thisratio should be caculated on a tangible basis, generdly discounting such
soft values as organization cogts, goodwill, patents, and research and
development costs. Although these assets may have little or no tangible vaue,
they may well provide an indication of strength in the business. For example,
goodwill may represent aredigtic vauation of a company's good name and
reputation when the businessis being sold.

The debt to equity ratio varies congderably between industries making it difficult
to establish a minimum acceptable ratio. However, generdly you will not be
able to judtify gpproving aloan to an insolvent firm when the insolvency isdueto
operating losses, unless such losses were beyond the control of management.

Impact of other Favorable Factors

Other favorable factors may help offset an adverse equity ratio. These could
include the pledge of outside assets as collaterd, the continuity of experienced
management that has produced solid and consistent earnings, education and
knowledge in a specidized fied such as medicine or law or other factors. You
may condder the vaue of the education of some professonds such as lawyers,
doctors, and accountants to offset the lack of equity investment in terms of
MOoNey Or assets.

Vaue of Assets other than Cash Injected as Equity

Y ou must carefully evaluate the value of assets other than cash which are
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injected by owners or principas because an gpplicant may overvaue assets
ether through an honest migudgment or an atempt to embellish his or her
financid investment in the new business. Applicants may aso undervaue ther
asats. Therefore, an appraisal or other valuation by athird party may be
desirable.

Standby Debt

Generdly, standby debt from non-owners is not acceptable as the entire net
worth of an gpplicant, especialy when it occurs in new business and change of
ownership loans.

Can Personal Debt be used for Equity Injection?

Funds borrowed through the use of persond credit for injection into the
business should normaly be treated as debt financing, not equity injection. A
lender must disclose any loan made to an individud for the purpose of providing
an equity injection into the business. Itsloan andysis should address the impact
on the persona and business balance sheets and sources of repayment for such
sdeloans. On a case-by-case basis you may be able to judtify such funds as
equity injection based on the andlyss.

If the lender of the borrowed funds agrees to aforma standby of payment of

the principa and interest until the SBA loan is paid in full, the borrowed funds
may be deemed to be equity for loan purposes.
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The other ingtance in which borrowed funds may be deemed equity isif the
gpplicant can demondtrate repayment ability from a source other than the cash
flow of the business or from reasonable withdrawas or sdary, and excessve
withdrawals or salary are not required to service the Sde loan. "Reasonable’
withdrawas or sdlary means an amount comparable to that paid to someone
employed to perform the same functions and duties with the same leve of
respongibility and authority.

Impact of Debt

Simply stated, the greater the debt in comparison to the net worth, the lower the
chances for success.

(g) Potential for long term success;

g.

Effective: 12-01-97

Condgderation of Long Term Success

Many factors affect the prospects for the surviva of abusness. Y ou must evduate the
financid issues, aswell as many other factors. The more you know about the factors
affecting the business, the better you can assess the prospects and the risks.

@)

2

Factors Affecting the Business and the Industry

@ Is the borrower in agrowth, mature, or declining industry?

(b) Doesthe firm have agood location for its type of business?

(© Will loca demographic factors benefit or harm the firm?

(d) What is SBA's experience with other busnesses in the same industry?
The SBA's Experience in a Specific Industry

The SBA's database provides information about SBA's loan experience by SIC

Code, by office, region, and nationdly for the past 10 years. Procedures for
obtaining this information can be found in Appendix 2.
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(h) Natureand value of collateral (although collateral will not bethe sole reason for denial of aloan
request); and

h. What is SBA's Policy Regarding Collateral For 7(a) Loans?

The Agency is acashflow lender and does not gpply loan-to-vaue criteriain deciding
whether to approve or decline loan or loan guaranty requests. It has been along-
gtanding policy not to decline aloan where inadequacy of collaterd isthe only
unfavorable factor. However, this does not mean that collateral isto beignored asa
credit factor, nor does it mean the analysis of collaterd adequacy ends with obtaining
the assets being financed or refinanced with loan proceeds. To the extent that
worthwhile assets (both those financed with loan proceeds and those available from
other sources) are available from either the applicants or the principals of the applicant,
adequate collatera isto berequired. Thispolicy isto be applied consstently across
program lines, unless specific guidance to the contrary is established by Headquarters.

While cash flow isthe primary congderation in our analyss of repayment ability, it is
important, nonetheless, to accurately calculate the red vaue of the collatera assets
providing the secondary source of repayment, as this vauation will help identify the
overd| leve of risk associated with the loan.

The SBA loans must be secured as fully as possible with whatever worthwhile assets
are available to be pledged. Collateral and persond guarantees of the principas
provide a secondary means of repayment if the borrower is unable to repay the debt
from its cash flow. However, you must not decline aloan if the only wesknessin the
goplication isthe vaue of collaterd in relation to the loan amount, provided al assets
available to the business and its principas have been pledged. Assets securing persona
guarantees will generaly be limited to those contributing the most sgnificant collaterd
vaue such asinvestment red edtate, residences, and occasiondly investment interests.

A loanis congdered fully secured if SBA has security interests in assetswith a
combined "collaterd" vaue that equds or exceeds the loan bdance. For SBA, the
"Collaterd” vaue of an assat means the amount expected to be redized if the lender
took possession after aloan default and sold the asset after conducting a reasonable
search for abuyer and after deducting the costs of taking possession, preserving and
marketing the asst, less the vaue of any exidting liens. Each loan andysisisto contain
the market vaue of each asset taken as collaterd and its "collateral value' using the
above definition. Collaterd coverageisto be based on "Collateral Vaue' and not
market vaue.

Effective: 01-29-99
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While the mortgage industry has historically used a "loan to vaue" ratio to help assume an
acceptable level of collatera protection, the use of SBA's "collatera” value on a case by
case basis will provide room for considering experiences of individual lenders and local
market conditions. The result is atailored collateral valuation for each transaction. To
preserve thislevel of discretion on each case, we have not provided a matrix of valuation |
ranges for given types of collateral assets. However, it is very important that the collateral
value established in each case be fully justified in each transaction.

These valuations will assist in identifying the degree of collateral coverage. When the
coverageis not equa to the loan amount, the need to obtain other assets which may be
available in order to fully secure the loan must be explored. If coverageis not full and
worthwhile assets are available, they must be pledged, or the loan must be declined.
However if the loan is not fully covered and there are no additional assets to be pledged
(either business or persond) the loan shdl not be declined solely for lack of collatera.

The analysis of dl other credit factors which impact the applicant's ability to serviceits
debts determines whether the loan will be made or not. The impact of collaterd is not
significant until the business operation has failed. Again, the inadequacy of collateral itself
is no reason to decline the loan, provided all available assets have been offered.

(@] Collaterd for Psychologicd Vaue

Y ou should not take a lien on assets with little or no value merely for
"psychologica value." This practice costs the borrower for collatera filings, but
does not measurably improve SBA's position on the loan.

2 Collateral Normally Required

When loan proceeds will be used to buy assets, you must obtain afirst security
interest in these assets as collateral for the loan, unless otherwise justified. When
SBA refinances secured debts, we expect to have at |east the same security for
the new debt, unless the debt being refinanced was classified as unreasonable
because it was secured by too much collatera. Reference Subpart A, Chapter 2,
paragraph 3a, Q& A number 1. The first source of collatera is the assets of the
business. Since most SBA loans are long term, look first at fixed assets - red
estate and machinery and equipment. Y ou should consider taking working assets
as collatera only if short term credit is not needed. If acollateral shortfall exists,
look to the personal assets of the principals to secure their guarantees - first to
investment properties and then to the persona residence.

Effective: 12-01-00
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3 Personal Residences
A persond residence is taken as collateral when:
@ The participant lender requiresit; or

(b) Other collaterd offered isweak and the equity equals or exceeds 25
percent of the property's fair market value.

Since collaterd is never a subgtitute for repayment ability, the liquidation of a
residence should not be relied upon as a source of repayment. When a
borrower lacks reasonable assurance of repayment from the earnings of the
business, you must decline the loan.

Unless State law preventsit, owner-occupied residences may dways be
required as collateral where the applicant operates out of the residence or other
buildings located on the same parcel of land. Residentia properties and other
buildings leased or rented to others may aways be required as collatera. When
an owner-occupied residence is taken as collatera, no representations are to be
mede limiting the possibility of foreclosurein the event of defaullt.

4 The SBA Collatera Requirements vs. Lender's Requirements

When submitting aloan request to SBA, the lender recommends the [oan
Sructure and various terms and conditions, including the collaterd. If you
disagree with the lender about any of the proposed loan conditions, including
the collaterd requirements, you must resolve the disagreement(s) before you
recommend gpprova of theloan. If alender is proposing to take collatera
which does not fully secure the loan and other collaterd is avallableto be
pledged, SBA may decline the loan due to inadequate collaterd.

(5) Assgnments of Lease and Landlord's Waivers

(@ An assignment of lease and landlord's waiver should be obtained when |
asubstantia part of the loan proceeds are to be used for leasehold
improvements or a substantia portion of the collaterd conssts of
leasehold improvements, fixtures, machinery, or equipment thet is
attached to leased redl estate.

Persona assets or other assets are acceptable, and possibly preferable,
dternative collaterd in place of, or in addition to, leasehold
improvements. The length of the lease and renewa options mugt, a a

Effective: 12-01-00
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minimum, equd the term of theloan. The assgnment of lease should
require the lessor to provide a 60-day written notice of default to
lender/SBA with option to cure default.  This does not mean the term
of the lease must exactly match the term of the loan (e.g., a20 year
lease that has 19.5 years to go when you are consdering a 20 year loan
would be satisfactory).

If the loan proceeds are to be used to finance improvements on a
leaschold interest in the land, the underlying ground lease should include,
a aminimum, detailed clauses addressng the following:

(1)  Tenant'sright to encumber leaschold estate; |

(2)  No modification or cancellation of lease without lender's or |
assignee's approval;

3 Lender's or assignee's right to acquire the leasehold at |
foreclosure sde or by assgnment and unqudified right of
resssgnment of the leasehold estate (dlong with right to exercise
any options) by lender or successors,

(4)  Lender'sor assignee's right to sublease; |

(5) Lender's or assignees rights upon default of the tenant or |
termination of the lease. Thiswould include notice, extended
time to cure (at least 90 days), time alotted for foreclosure and
sdle, and procedures for non-monetary defaullts;

(6) Lender's or assignee's rights to hazard insurance proceeds |
resulting from damage to improvements;

(7) Lender's or assigneesfird right to share in condemnation |
proceeds.

(b) There are specid problems when financing leasehold improvements. |
Ordinarily improvements that are attached substantialy to rea property
become part of the rea property and hence the property of the

landlord. In making the credit decision, the SBA Finance Divison

should congder the following:

Q) Additiona tangible assets of the smal business that may be |

Effective: 12-01-00
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avalablefor collaerd;

(2)  Additiond collatera from guarantors, and/or |

3 Requiring the lease on the project to be subgtantially longer than |
the term of the SBA guaranteed loan. The reason for thisisthat
in aliquidation, property with a short amount of time left on the
lease will havelittle or no value to a potentid buyer.

(©) When alandlord's waiver and assignment of lease cannot be obtained, |
you must reconsider the applicant's credit factors to determine if

gpprova iswarranted. Approva without the waiver and assgnment

may be feasble where:

(1)  Other collateral or secured guarantees are available in suffident |
amount to reasonably protect the Agency's interest; or

(2) A profitable business with established, sufficient cash flow to |
repay the proposed SBA loan and other fixed obligationsis

expanding.

Y ou must congder reluctance on the part of alandlord to grant alease
assgnment or to waive hisrights to assets on the leased premises when
determining whether the applicant has pledged dl available assts.

If it isnot possible for SBA to obtain arecorded lien againgt aleasehold
edtate because of a Federd, State, or tribal law or regulation, the lender
must obtain from the gpplicant other collaterd sufficient in value to
reasonably protect the interests of the Government.

(6)  Vaueof Fixtures as Collateral |

Fixtures attached to rea property generaly become a part of theredty. If SBA
does not have alien on the redl edtate, recovery on the fixturesis unlikely.
Thereis no problem in perfecting a lien when both the real estate and fixtures
are to be taken as collaterd.

Where achattd of substantia vaue is affixed to leased red estate or to red
edtate subject to aprior lien, consult with counsel regarding the effect of an
SBA lien on the property.

(7 Current Assets as Collateral

Effective: 12-01-00
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Blanket liens on current assets such asinventory and accounts receivable,
generdly offer little vdue a liquidation. Inventory is usualy sold off to meet
other expenses or to meet debts. Accounts receivable are hard to collect if a
busnessfails. Encumbering these assets may hurt the ability of the borrower to
obtain short-term financing for seasond needs. Y ou might consider, after
discussing with the lender, leaving part of these assets unencumbered for this
purpose.

Also, firmsthet regularly get performance bonds could have difficulty if wedam
these assets. Such needs of the gpplicant should be addressed in the loan

report. If field warehouse receipts or assignments of government contract
proceeds are involved, consult counsel about how to perfect the necessary
liens

(8) Insurance as Collatera

Y ou should require life or disability insurance only to protect SBA's interestsin
the event of the death or disability of akey person(s) critica to the success of
the business or whose continued earning power is being reied upon in making
theloan. Life or disability insurance may not be necessary where the collaterd
isaufficient or there is adequate depth and experience of management.
Coverage should be set at the minimum amount and type necessary to protect
theloan. Congder theimpact of the cost of the insurance (Whether whole life,
term, or some other form) on the working capitad and cash flow. Assgnment of
exigting insurance coverage is acceptable.

(9) Amountsin Which to Take Liens on Collatera

All liens on collateral must be taken/secured for the "Full" amount of theloan to
protect the Government's interest or the maximum permitted by appropriate
State law.

(i) Theeffect any affiliates (asdefined in part 121 of this chapter) may have on the ultimate repayment
ability of the applicant.

i. How Are Affiliates Evduated In Repayment Analyss?

The financid condition of affiliates can be amgor credit factor. Redigtic andyss of the
borrower requires that you consider the affiliates carefully and thoroughly. Issuesto
congder indude the following:

Effective: 12-01-00
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How do they interact?
Are there intercompany transactions?
Isthe affiliate generating excess cash that could help our borrower?

Isthe affiliate in need of cash and may drain funds from our borrower or in a
position to support the borrower in a pinch?

Consolidation of the financid statements of al of the affiliates is a beneficid
practice in most cases where ffiliates exist.

2. MAXIMUM SBA EXPOSURE

.120.151 What isthe statutory limit for total loansto a Borrower?

The aggregate amount of the SBA portions of all loansto a single Borrower, including the Borrower's
affiliatesasdefined in part 121 of thischapter, may not exceed a guar antee amount of $750,000, except as
otherwise authorized by statute for a specific loan program. Theamount of any loan received by an Eligible
Passive Company appliesto theloan limit of both the Eligible Passive Company and the Operating

Company.
a Generd Maximums for SBA's Loan Programs
1) Regular 7(3)

Effective: 12-01-00

The SBA's maximum guaranty on regular 7(a) loansis normaly $750,000 but
can be as high as $1,000,000 for Pollution loans and as high as $1,250,000 for
Internationa Trade loans under certain circumstances.
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%) SBAEXxpress (Formerly FASTRAK)

SBAEXpress loans are limited to $150,000 with a 50 percent ($75,000) maximum
guaranty per loan. SBA does not restrict the number of SBAEXxpress loans which
aborrower may obtain, but the total SBA guaranteed amount must not exceed
$750,000.

€)) LowDoc

LowDoc loans are limited to a maximum total amount of $150,000, including the
balance of al outstanding SBA businessloans. The maximum guaranty

percentage is 80 percent for loans that total $100,000 or less and the maximum |
guaranty percentage is 75 percent for loans that total more than $100,000. A
borrower may have more than one loan processed under LowDoc procedures,
providing the gross amount of al SBA loans (excluding disaster) isnot more than |
$150,000.

(4  DELTA

The maximum gross loan amount for aDELTA 7(a) loan is $1,250,000 with a 75
percent guarantee. The maximum SBA loan amount for aDELTA 504 is
$1,000,000. The maximum gross |loan amount for combined DELTA 7(a) and 504
financing is $1,250,000. To determine the aggregate loan for a combination of
DELTA 7(a) and 504 financing, add the 7(a) gross loan amount to the 504
debenture guarantee amount. The combined total may not exceed $1,250,000.

For example, a DELTA 504 loan with a $1,000,000 SBA-guaranteed debenture
can be combined with a $250,000 7(a) DELTA loan guaranteed by SBA at 75
percent.

5 Certified Development Company (504)

The maximum exposure on 504 loans is normally $750,000 but can be as high as
$1,000,000 under specific conditions discussed in subpart H.

(6) Other Maximums

Maximum loan amounts and SBA exposure for other programs, such as the
microloan program, are addressed in the sections covering the specific program.

Effective: 12-01-00
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b. Loansto Affiliates

Y ou must determine whether control exists to determine whether afiliation exigs. If
affiliaion exists, SBA's loan or guarantee maximums gpply to the affiliated group asif it
were asingle business. See subpart A, chapter 3 for further discusson.

C. Approving Multiple L oans from Different Programs with Different Maximums

When an applicant applies for any combination of 7(a), 7(a) DELTA, 504 and 504
DELTA loans, the order in which you fund the loans determines the maximum loan and
guaranty amounts available. Fund the loan subject to the lowest maximum firgt and fund
the subsequent loans in the order of the next higher maximum loan exposure amounts,
such asin the following examples

7(8) SBAEXpress, then regular 7(a), then 504, or 504 DELTA,;
or
7(8) DELTA, then 504, or 504 DELTA

The maximum amount to any one borrower or group of borrowers must never exceed
the highest maximum amount for loan programs.

Effective: 01-29-99
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CHAPTER 5- LOAN CONDITIONS

1 BASIC LOAN CONDITIONS:

.120.160 L oan conditions.

SBA Headguarters establishes the wording for al 7(a) and 504 standard authorization

conditions. These conditions reflect the policies and procedures in effect at the time the

National Authorization Boilerplates are issued and can be found in SOP 50-10 and 50-50 [as

revised] and in appropriate Headquarters policy and procedure notices. The current edition of

the Nationa Authorization can be found at www://sba.gov.banking.

The authorizations for any 7(a) loan approved after June 1, 1998, and the authorizations for any

504 loan approved after August 15, 1998, must only use pre-approved conditions that are

found in the Nationa Bailerplate.

Q1. Who Determines Terms and Conditions For Any Given Loan?

Al.  The paticipant sets the terms and conditions for extending their credit. SBA establishes
the terms and conditions for its loan or debenture guaranty. SBA must agree to any
term or condition proposed by the participant with are not SBA pre-approved
conditions before gpprova of the guaranty.

Q2. Who prepares the Authorization?

A2. It depends upon the method of delivery program under which the loan was processed.
For al loans processed under.

a. Standard 7(a) or 504 procedures; SBA isresponsgble for initiation and
findization of the authorization utilizing pre-approved SBA conditions.

b. CLP procedures. The lender is responsble for preparing a draft authorization,
utilizing pre-approved SBA conditions, and SBA is responsble for findization
of the authorization.

C. PLP or PCLP procedures;, Thelender or PCLP CDC isresponsible for
findization of the authorization utilizing pre-approved SBA conditions.

di. LowDoc procedures at the LowDoc Processing Center (LDPC): The center is
respongble for findization of the Authorization utilizing pre-approved SBA
conditions. Reference paragraph 8d in Appendix 5, for additional information.

d2. LowDoc Reconsideration procedures at adistrict or branch office:

Effective: 12-01-00

Responghility for findizing the authorization is up to the locd office, usng pre-
approved boilerplate conditions. Field offices must follow the same procedures
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as used by the LDPC concerning authorizations when reconsidering an
application under LowDoc procedures.

e. Pilot procedures; Use the ingtructions for the particular pilot program.

Q3.

What Authorizations Are Fidd Counsd Regquired To Review?

A3.

SBA Counsd must review any 7(a) or 504 |oan authorization that proposes to use non-

Q4.

approved Nationa Boilerplate language except for those |oans processed under PLP or
Premier Certified Lenders Program (PCLP) procedures.

What is the Procedure for Handling Unusud Terms and Conditions?

A4.

Fidd offices that process requests for financial assstance may devel op authorization

Q5.

conditions that are not pre-approved in the National Boilerplates. These conditions can
be used on a case by case basis without Headquarters approvd providing they have
been cleared by counsd for that office. Once a condition that is not pre-approved has
been used, it must be "E-Mailed" to the appropriate [7() or 504] E-Mail Authorization
Q&A for follow-up by the authorization committee. An explanation of the
circumstances surrounding the case and reasons for developing and using the condition
must accompany the text of the actua condition.

What Procedure Do PLP or PCLP Lenders Follow for Handling Unusual Terms and

A5.

Conditions?

Lenders with PLP and PCL P authority may develop authorization conditions that are

not pre-approved in the Nationa Boilerplates and use them without prior SBA
approval, providing they are only used one time. Conditions to be used on multiple
loans must be approved by SBA prior to being used as a condition on more than one
loan. Whenever aPLP or PCLP lender develops and uses a non-standard condition,
an explanation for its development must be sent to the PLP Center. I the condition will
be used more than one time, it must be cleared by Center Counsel and "E-Mailed" to
the appropriate [7(a) or 504] E-Mail Authorization Q& A for follow-up by the
authorization committee.

Effective: 12-01-00
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06. Why Doesthe Borrower Not Sign the Authorization?

A6.  Under SBA regulations, the authorization is not an agreemert to lend money (ref: 13
CFR .120.10) or an agreement between the SBA and the borrower. It is an agreement
between SBA and the participant/CDC which details the terms and conditions under
which SBA will guaranty aloan or debenture.

Q7. Whatisaloan Agreement?

A7. A loan agreement is the document between the lender and borrower specifying the
terms and conditions under which the lender agrees to provide credit. SBA does not
require that the lender use aloan agreement. An example of aloan agreement and
borrower's certification is located in the Nationa Authorization Boilerplate appendix.

08.  Where can someone obtain the current National Authorization Boilerplates?

A8. Copiesof the most recent 7(a) and 504 boilerplate authorization from the following
SBA web site.

SBA Personnd http://yes.sba.gov/loans
Participants http://Mmww.sba.gov/banking

Effective: 12-01-00

98-1



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

Effective: 12-01-00

98-2



SUBPART "A" SOP 50-10(4)(E)
2. PERSONAL GUARANTEES

Thefollowing requirementsarenormally required by SBA for all businessloans:

(a) Personal Guarantees.

Holdersof at least a 20% owner ship interest generally must guaranteetheloan. SBA, initsdiscretion,
consulting with the Participating Lender, may require other appropriateindividualsto guar anteetheloan
aswaell, except SBA will not require personal guar antees from those owning lessthan 5% owner ship.

SBA generdly requires the persond guaranty of any person owning 20 percent or more of the
gpplicant business, regardless of the form of ownership. At your discretion, you can require
other gppropriate individuas to guarantee aloan. 'Y ou should discuss this with the participating
lender prior to imposing such requirements.

For ingtance, when a key management person would be vita to repayment ability, you may
require a guaranty, either limited or totd, regardiess of stock ownership. However, you must
only require managers or officers of a busness who have no ownership interest to guarantee a
loan in exceptiona circumstances such as when the guarantee of the ownersiswesk and
repayment ability is particularly dependent upon the key management person. Y ou must also
consider owners of less than 20 percent of the stock for limited or total guarantees. If alimited
guarantee is used, you will have to choose one of seven payment limitation optionsin SBA

Form 148L (Unconditiona Limited Guarantee) and then specify the option in the authorization.
Where legal and appropriate, you may require the guaranty of a spouse. When necessary to
secure acollateral position, you must require the signature of the spouse on the appropriate
collateral documents and, when necessary, the spouse's guaranty to the extent of the spouse's
interest in the collateral. Whether you secure persona guaranties with liens on personad assetsis
acredit decison, but you should not take such action solely for the "psychologicd™ vaue. |
Assets taken should have sufficient monetary vaue to quaify as worthy for collateral purposes.

a Guaranty Consderations

A guaranty may be either secured or unsecured, but unsecured guarantees are generdly
of littlevdue. You mus get apersond financid satement from al individuds
guaranteeing theloan. When the guaranty of the owner(s)/principal(s) is wesk, you may
require a guaranty from someone dse. This may be the spouseif the spouse volunteers,

But, neither the lender nor SBA may specifically require a non-owner spouse to be an
obligor, co-obligor or guarantor except where Sate law allows or requiresthisto
perfect alien where spousal interest isinvolved. See subpart A, chapter 2, paragraph
4g(2), for more information on spousa guarantees under the Equal Credit Opportunity
Act.

Effective: 12-01-00
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b. Waiver of Guarantee

Only the AA/FA or designee can approve awaiver of the requirement that holders of at

least 20 percent ownership of the applicant concern (or its affiliates) must personally

guarantee the loan. The declination of such requestsis to be finalized by the office

processing the application. The first reconsideration of such requests must also be

finalized locally when the decision is a declination. Second reconsiderations, even if

recommended for decline, must be finalized by the AA/FA or designee. An example of

when awaiver might be consideredisif the holder is an SBIC which may be prohibited by
statute or regulation from increasing its exposure or liahility to the small business, even
though it is only contingent as a guarantor.

Q1L

Are there any circumstances where SBA's Personal Guarantee reguirements can

Al

be waived by the processing office?

Y es, under the very narrow circumstance of cases involving ESOP or ERISA

Q2.

Trust where the trust owns at least 20 percent of the applicant.

What conditions must be met before awaiver of the requirement for providing a

A2.

personal guarantee to a Trust owner of an ESOP formed under either U.S.
Treasury or Department of Labor requirements can be given?

The Trust must request a waiver from the lender or SBA, as appropriate, on the

grounds that the ESOP Trust would suffer significant economic hardship or is
prohibited from providing its guarantee, because of alaw or ruling (such as an
IRS prohibition). Under such circumstances, Counsel for the Trust must provide
participant with correspondence that cites the specific tax code section and ESOP
trust agreement provision which covers this restriction.

SBA Counsed must provide awritten opinion as to the validity of the

circumstances as presented by Counsel for the Trust and the legitimacy for a
waiver of the requirement for personal guarantee by the Trust.
In addition the owners of the non-trust portion of the ESOP would be subject to

Q3.

.120.160(a).

Are there further restrictions to consider when deciding to approve awaiver of

A3.

the requirement for persona guarantee for an ESOP Trust?

Yes, if the ESOP is aso an Eligible Passive Concern, no waiver may be provided.

(Reference Q& A numbers 8 & 9 in Subpart A, Chapter 2, paragraph 9)

A completely divested associate is not subject to the requirement to guarantee [reference

Subpart A, Chapter 2, paragraph 4(m)].

Effective: 12-01-00
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3.

APPRAISAL REQUIREMENTS:

(b) Appraisals.
SBA may require professional appraisals of the applicant'sand principals assets, a survey, or afeasbility
study.

For purposes of this regulation, the definition of "principd” will include the sandard definition
plusdl guarantors. SBA's gppraisa policy pertains to the assessment of value of red ettate,
and the building(s) stuated or to be built upon thisred property.

An gppraisa is awritten statement independently prepared by a qualified gppraiser, indicating
the gppraiser's opinion of the market or liquidation value of adequately described property, a a
specific date, supported by the presentation of relevant market information. Appraisals may be
ather COMPLETE which details the three methods of vauation (cost, income, and comparable
sdes) or LIMITED which does not. When you permit alimited gppraisd, vauation must be
based on the comparable sales method, unless another method is justified by the participant.

a Acceptable Appraisa Reports
To be acceptable, an gppraisal must contain sufficient information to alow someone not
familiar with the property to understand the basis for the determined vdue. An
gppraisd must clearly and accurately describe any extraordinary assumptions or limiting
conditions that directly affect the gppraisd and must indicate their impact on the value.
According to Uniform Standards of Professiona Appraisa Practice (USPAP), every
real property appraisal report must be prepared under one of the following three
options and must clearly state which option was used.
Q) SELF-CONTAINED APPRAISAL REPORTS must:

@ Identify and describe the redl estate being appraised;

(b) State the red property interest being gppraised, including legd
description and known encumbrances,

(© State the purpose and intended use of the appraisd;
(d) Define the value (cost, income, or comparable sales) to be estimated;
(e State the dates of the gppraisal and the report;

® State dl assumptions and limiting conditions thet affect the analyss,
opinions, and conclusions;

Effective: 12-01-00

101



SUBPART "A"

()

)

0]

1)

(k)

(0

SOP 50-10(4)(E)
State the extent of the process of collecting, confirming, and reporting
data;

Describe the information consdered, the procedures followed, and the
reasoning that supports the anadlys's, opinions, and conclusion;

Describe the appraiser's opinion of the highest and best use of the redl
estate, when such an opinion is necessary and gppropriate;

Explain and support the excluson of any of the usud vauation
approaches,

Describe any additiond information that may be appropriate and explain
any departures; and

Have a sgned certification by the gppraiser.

2 SUMMARY APPRAISAL REPORTS must include dl of theitems required in
aSELF-CONTAINED APPRAISAL REPORT, except the level of
presentation can be less detailed or summarized for items (a), (f), (h), (i) and
(k), listed above.

3 RESTRICTED APPRAISAL REPORT must dso include dl of the items
required in a SELF-CONTAINED APPRAISAL REPORT with some minor
modifications. The restricted gppraisa isintended for use only by the client.
Therefore you must not accept restricted appraisals for SBA loan processing

transactions. A RESTRICTED APPRAISAL REPORT is not acceptable for

any request for financia assstance.

b. What Are Evauation Reports, and When Are They Acceptable?

A formd opinion of market value prepared by a state licensed or certified gppraiser is
not dways necessary. An evauation, which is an estimate of red estate market value, is
acceptable when the real estate transaction is $100,000 or |ess, if it conformsto the

standards of the interagency appraisal and evaluation guidelines of the regulators.

This means the evduation mugt:

@ Bein writing and dated;

2 Include the name, address, and signature of the preparer;

Effective: 12-01-00
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3 Describe the red estate including its current and projected use;
4 Provide the sources of the information used in the anayss,
) Describe the andysis and supporting information; and

(6) Provide an edtimate of the market value and reference any limiting conditions.
Individuas who prepare evauations must have red estate related training or
experience and knowledge of the market relevant to the subject property.

What Determines the Type of Appraisa to Require?

The OMB requires an appraisa prepared by a State licensed or certified gppraiser
cons stent with the requirements of USPAP for dl Federd agency credit transactions
involving red estate financing more than $100,000. Therefore an Evauation Report is
not acceptable for any loan where the real estate transaction portion of that loan is more
than $100,000.

SBA's Policy on Appraisals

Whether, and what type of appraisal, SBA requiresis based on the amount authorized
in the financing package for red edtate transactions. A financing package is defined in
subpart A, chapter 2, paragraph 4(e). Examples of afinancing package include the
combination of 504 debenture, third party financing, and equity in a504 project, and
the combination of a7(a) and participant non-SBA financing plus equity under a
piggyback structure.

Red edtate transactions include the acquisition, congtruction, and improvement to land
and buildings. Y ou must require gppraisas for dl 7(a) and 504 financing packages
where more than $100,000 of the authorized loan proceeds will be used for red estate
transactions.

@ All gppraisals must be congstent with USPAP as established by the Appraisal
Standards Board of the Appraisal Foundation.

Effective: 12-01-00
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All appraisals must be performed by either a State certified or State licensed
appraiser except when the real estate transaction is over $1,000,000, in which
case the appraisal must be performed by a State certified appraiser.

Requests involving real estate transactions over $100,000 or requests where real

estate is the primary collateral and this collateral has an estimated value over
$100,000, may be processed to conclusion without the presence of an appraisal,
providing the following three items occur:

(a) An estimation of the value of the red estate is established at the time of

loan processing;

(b) This estimated value is stated in the loan authorization;

(©) The authorization requires the receipt of an appraisal before initial

(4)

disbursement.

Disbursements on loans where the primary red estate collateral or the rea estate

transaction has a value in excess of $100,000 can not occur without SBA
concurrence unless the final appraised value is not more than 10 percent less than
the estimated value. When the appraised value is more than 10 percent less than
the estimated value, the lender must make a written recommendation on whether
to disburse the loan to the SBA office that processed the request. The
justification must provide a sufficient understanding into the reasons for the
differences in values between the estimated and actual values so that SBA can
make a determination on whether the collateral offered adequately protects the
interest of the Government.

When the justification for disbursement is based on obtaining additiona collateral,

the lender must detail the vaues of the additiona collateral including a reference
on the bass (Fair Market, Liquidation, Replacement, etc.) for determining its
vaue.

SBA will respond in writing to the lender

PLP and PCLP lenders must place and retain the written justification for why

they disbursed aloan where the appraised value was more than 10 percent less
than the estimated value in the loan file for review by SBA.

When the real estate transaction is over $1,000,000, or the estimated value of the

Effective: 12-01-00

real estate collatera is over $1,000,000, the appraisal received must be a
"Complete Appraisa.”
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The SBA does not require an appraisal for red edtate that is used as collateral |
when the real estate is not being financed as a part of the SBA loan, unlessthe

red edtateisthe "primary” collaterd for theloan. This generdly occurs with
working capital and fixed asset acquisition loans where redl estateis required as
additiond collaterd. Red edtaeis"primary” collaterd if, in your (or the

lender's) opinion, the assets being financed provide less than 50 percent

collateral coverage (based on reasonably estimated liquidation vaues) for the

tota amount of theloan. In this case only, the amount of the loan, not the

amount of the real estate transaction, isthe bassfor determining the type of
gppraisa or evauation to be conducted.

For any red edtate transactions over $1 million or when the proceeds will be
used for ether construction or construction take out financing, the appraisal
must be a COMPLETE APPRAISAL, reporting al three accepted methods of
vauation (comparable saes, cost, and income). However, SBA can concur
with alender that aLIMITED APPRAISAL is satisfactory for the find
verification of value either because all three valuation methods are not needed or
an exiging COMPLETE APPRAISAL, which is no more than 6 months old,
only needs updating.

Q. Does this mean aloan will have to be processed under standard
processing procedures if the lender wants to use a Limited Appraisa on
aproject more than $1 million or for permanent financing on a
congruction project in order that SBA can concur with this decison?

A. Partidly. When a Complete Appraisa is required, and the lender
chooses to rely upon alimited appraisal, the loan has to be processed
under standard procedure so SBA can concur with the lender's
decison. The PLP lenders are not bound by this requirement for loans
processed under PLP procedures, providing justification for choosing
other than the required type of appraisd isonfile.

In addition to the 12 factors in subparagraph a(1) of this paragraph which must

be covered per USPAP, SBA requires the appraiser to disclose any
involvement with the owner (past, current, and/or anticipated).
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e What Standards Must Appraisers Meet?

The selected gppraiser must be independent and have no direct or indirect, financia or
other interest in the property or the transaction. Appraisers must be capable of
rendering an unbiased opinion. The appraisar's client must be the lender, not the
borrower or the sdler. The lender should order and pay for the gppraisal and passthe
cost on to the applicant or borrower. A lender may accept an appraisa prepared for
another lender or agent of alender, if the gppraiser operated independently.

f. How Important Are Appraisals for Loan Processing?

Apprasds are only one factor used in the decison-making process. They provide
independent confirmation of estimated values, but are not a substitute for prudent
andyss and sound judgment.

o] How isthe Vdue of Non-Red Property to be Determined?

When SBA proceeds are to be used in connection with the acquisition of agoing
concern, a determination of the value of what is being acquired shal be conducted and
based on generdly accepted va uation methods used for the industry in which the
business operates. Five acceptable vauation methods include: the gross revenue
multiplier; adjusted book value; discounted future earnings; capitaized adjusted
earnings, and cash flow vauation. Other generally accepted vauation methods may
aso be employed.

The andysis can be performed by the lender loan officer or an independent person
qudified, in the opinion of SBA, to perform business vauations.

Effective: 12-01-00

104-2



SUBPART "A" SOP 50-10(4)(B)
4. SBA POLICIES REGARDING HAZARD INSURANCE:

(c) Hazard Insurance. SBA requireshazard insuranceon all collateral.

a On What Assets is Hazard Insurance Required?

Hazard insurance is generaly required on al pledged assets. If you do not require
hazard insurance, you must document the loan file on the reason for this decision.

b. How Much Coverage Should be Required?

Since most insurance policies on business property are written subject to a co-insurance
clause, you should require that the assets be insured with full replacement cost

coverage, if avallable, or to the maximum insurable vaue. The assets must be covered
for at least the amount required by the co-insurance clause (usudly 80 percent). Under
a co-insurance clause the insurance company pays only a portion of the loss, leaving the
policyholder or some other party to cover the difference.

C. May Coverage be Limited to The Amount of The Loan?

Generdly, you should not require coverage based on the amount of aloan unlessthis
amount is equd to the value of the property. Full replacement coverageis preferable.
Generdly, you determine the amount of coverage but, when gppropriate, you may defer
to the lender.

d. Who Should be Listed as Loss Payee or Mortgagee?
Generaly, SBA and the lender or CDC must be listed as the mortgagee on red estate
and fixtures and as the loss payee on chattels. Consult an insurance agent on the
relative benefits of being listed as amortgagee versus aloss payee. The digtinction may

mean the difference between being paid in events of arson or other illegd acts by
borrowers or suffering aloss.

S. TAXES - LOAN PROCEEDS RESTRICTIONS:

(d) Taxes. The applicant may not use any of the proceedsto pay past-due Federal and state payraoll taxes.

Effective: 01-29-99

105



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

Loan proceeds must not be used to repay ddinquent RS withholding taxes, sales taxes, or
amilar funds held in trugt, or to replenish funds used for such purpose, snce SBA would be
replacing funds that were unlawfully converted. Y ou may consider payment of delinquent
income taxes on a case-by-case basis the same as other delinquent accounts. Additionaly
consder whether awillful failure to pay income taxes is a character issue,

6. OTHER REQUIRED TERMS AND CONDITIONS:
a Financid Statement Requirements

The participant shal require the borrower (or operating company when an EPC
dructure is utilized) to submit a sgned and dated balance sheet and profit & loss
dtatement at least annually for dl loans over $150,000. Participants can require
gtatements more frequently on particularly large or complex loan transactions. For loans
of $150,000 or less, the participant should require post approvd financia statements of
al SBA loansto no less of adegree than on their non-SBA loans. The standard of
quality for financid statements used to process aloan will usudly suffice to service the
loan. Y ou must only require audited statements when it would be imprudent to do
otherwise, such aswhen theloan islarge and is primarily collateraized with inventory or
accounts recalvable or both and the financid data must be of particularly good qudity.

b. Flood Insurance Requirements

Q) All SBA borrowers located in specid hazard areas [as determined by the
Federd Insurance Adminigtration (FIA)] must purchase flood insurance prior to
firgt disbursement. Thisincludes areas subject to flooding, mud dides and
erosion. (FIA maps designate flood prone areas as A or V zones. M zones
are subject to mud dides and E zonesto erosion.) Y ou must require flood
insurance coverage in the following Studtions:

@ Loan proceeds will be used to purchase or improve land and buildings,
M&E, F&F or inventory that is, or isto be located in a specia hazard
area. The Federd Emergency Management Agency (FEMA) has ruled
that alender isnot mandated to obtain flood insurance on contentsiif the
building is not aso taken as collateral. Thus, this position overrules the
opinion in Opinion Digest 155 at page 2340. SBA now hasthe
discretion to require that flood insurance be obtained on contents when
the real property isnot aso to serve as collaterd. Generdly, when
contents are located on the ground floor, insurance will be required.
When contents are located on levels above any likely flood damage,
insurance need not be required.

Effective: 01-29-99
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(b) Any portion of SBA collateral consists of improved red estate located
in aspecid hazard area.

(© The SBA collatera includes a guaranty secured by improved rea estate
located in aspecid hazard area.

(d) A new loan, regardless of purpose, is made to a borrower who has an
outstanding SBA |oan where proceeds were used for the purchase or
improvement of redl estate located in aspecid hazard area and such
red estate secures the existing loan or will secure the new loan.

2 The FIA specid hazard maps and lists of communities participating in the flood
hazard insurance program are avalable in SBA'sfidd offices. A community has
one year after the effective date of an issued FIA Flood Hazard Boundary Map
to become a participant in the Nationa Flood Insurance Program (NFIP).
During this year, SBA may approve applications without community
participation in the NFIP. After that,

SBA cannot approve applications where assets of the gpplicant are located in
designated specid hazard areas unless the community becomes a participant in
the NFIP. The SBA may not gpprove loans in communities suspended from
the NFIP, effective the date of suspension, unless the applicant's assets are
outside designated specia hazard areas. Use coded reason for decline 15,
"The required flood insurance is not available."

3 Coverageisavalableintwo layers. Thefird layer generdly has a subsidized
rate with limited coverage amounts available. The other layer has an actuarid
rate with higher coverage amounts available. After issuance of theinitid FIA
map the community becomes digible for the "emergency” program which dlows
first layer coverage only. After thefina Flood Insurance Rate Map is
published, second layer coverage becomes available to participating
communities.

Effective: 01-29-99
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The following condition must be included in dl 7(a) and 504 loan authorizations
and may only be modified by the Director, Office of Loan Programs or
designee:

"Flood Insurance" If FEMA Form 81-93 reveds that any portion of

Q)

(6)

()

(8)

Effective: 12-01-00

the collaterd islocated in aspecid flood hazard zone, Lender must
require Borrower to obtain Federal flood insurance or other
appropriate specid hazard insurance in an amount equa to the lesser of
the insurable vadue of the property or the maximum limit of coverage
avalable. (Borrower will beindigible for any future SBA disaster
assstance or business loan assstance if Borrower does not maintain
flood insurance for the entire term of the loan.)

If [lender or servicer (for guaranteed loans)] [CDC (for 504 loans)] [SBA (for
direct loans)] determines during the term of aloan that the borrower has
insufficient flood insurance, it will notify the borrower to obtain the necessary
coverage within 45 days. If the borrower failsto act, the [lender, servicer,
CDC or SBA] shdl purchase such insurance and charge the borrower for the
cost of premiums and feesincurred. Thislender cost shdl be reimbursed from
the borrower.

The required insurance must be in the amount set forth above and must not be
limited to the amount of the SBA guarantee. Such limitation would be contrary
to the intent of NFIP legidation and reguletions.

Y ou must consider, on a case-by-case basis, whether prudent credit judgment
dictates that you require other business assets to be covered by specia flood
hazard insurance as a means to assure business continuance.

The SBA isnot required to determine whether the property or any collaterd is,
or will be, located in a specid flood hazard area. That determination must be
made by the lender or CDC based on evidence described above.

The NFIP offers flood insurance for co-ops through the General Property Form
(GP). The GPisacommercid policy with amaximum amount of building
coverage of $250,000. A co-op cannot be insured under the residential
condominium building association policy.
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The National Flood Insurance Reform Act of 1994 (Reform Act) requires
regulators of lending inditutions (including insured banks, savings associations,
and credit unions) to expand and revise thar flood insurance rules. The Reform
Act dso explicitly requires lenders subject to regulation by these regulators to
force place flood insurance on borrowers. The regulators have decided that the
Reform Act provisions on the forced placement of insurance are effective
without the issuance of regulations. Asa credit consideration, SBA imposes
these same forced placement of flood insurance requirements on small business
lending companies (SBLC) with respect to their 7(a) lending.

Consequently, if a the time of origination or a any time during the term of a
loan, an SBLC determines that any property securing the loan lacks adequate
flood insurance coverage, the SBLC must notify the borrower of the borrower's
responsibility to obtain coverage at the borrower's expense.

If the borrower fails to purchase flood insurance within 45 days after that
notification, the SBLC must purchase the insurance on the borrower's behaf,
and may pass the cost of the insurance --premiums and fees-- on to the
borrower.

The Nationa Flood Insurance Reform Act of 1994 requires alender to notify
the Director of the FEMA of the identity of the servicer of aloan subject to
flood insurance requirements and of the identity of the new sarvicer if thereisa
change.

The FEMA requests that al notices be sent to the insurance carrier that issued
the flood policy or to the insurance agent of record to endorse the flood policy
to change the mortgagee or servicer. To comply with this, the following
condition must be used in all businessloans and may only be modified by
the AA/FA or designee:

"The sarvicer of record of the subject loan, whether [lender][CDC] or
SBA shdl notify the issuing insurance carrier or its agent of record in
writing within 60 days of any change of the service of record of the loan
to endorse the flood palicy to change the mortgagee or servicer. The
natification shal include the borrower's full name; the policy number; the
property address (including city and State); the name of the lender or
servicer reporting the change; the name and telephone number of a
contact person; and the name, address, and contact person of the new
mortgagee or servicer.”
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Fixed Assat and Sdary Limitation Requirements

Occasiondly, you may wish to impose sdary or withdrawa limits when there is reason
to believe that a principa may withdraw excessve funds from the business. At other
times, you may impose fixed asset limits if the over-purchase of such assets appears
likely. You should use these conditions only when necessary for the protection of SBA.
A higtory of excessve sdaries or withdrawas may indicate the need for the sdary
limitation. A higtory of excessve asset acquisition may indicate aneed for afixed assat
limitation. Do not impose these conditions unless the lender and gpplicant have been
advised that they are in the loan authorization and understand what is expected.

Assgnment of Lease Requirements

Where asubgtantia portion of the loan proceeds will be used for leasehold
improvements or where leasehold improvements are relied upon for collaterd, you
should generdly require an assgnment of the lease. The term of the lease should be no
less than the term of the loan. (See subpart A, chapter 4, paragraph 1h.)

Condtruction Loan Provison Requirements

@ Construction loan provisons are primarily desgned to minimize lender and
borrower exposure in case alocated funds are inadequate to complete the
planned project (“"cost over-runs’), or the completed project is unsuitable for
the borrower's needs. Substandard construction can also adversely effect the
collatera vaue.

2 Generdly, you must not alow "do-it-yourself" congtruction or indalation of
machinery and equipment, or the borrower acting as the contractor unless the
project issmall compared to the financia resources of the borrower or the
gpplicant isa qudified contractor.

3 When loan proceeds of $10,000 or more are used for congtruction, the
gpplicant and the contractor must sgn SBA Form 601, "Agreement of
Compliance," prior to or & loan closing. Congtruction includes rehabilitation,
dteration, converson or repair of buildings or other improvementsto redl
property. Thisform isnot necessary when the SBA loan is for take-out
purposes under the 504 program or a 7(a) loan where none of the loan
proceeds are used to directly finance construction.

Effective: 01-29-99
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Mortgages must be recorded prior to the beginning of construction. Inspections
should be made by a quaified engineer or appraiser, at borrower's expense,
prior to progress disbursements. If the SBA loan is used to improve buildings
on leased land, you must obtain an assgnment of the lease. The lease term
should be a least equd to the term of the loan.

If proceeds for construction exceed $125,000, you must require the following
loan conditions, unless specificdly waived in the loan file:

@ A requirement for a 100 percent payment and performance bond
naming borrower as obligee;

(b) A requirement for borrower-furnished builders risks and workman's
compensation insurance;

(© If gpplicant isinjecting funds into the congtruction project, a requirement
that these funds should be used prior to first disbursement of our loan;

(d) A requirement that one complete set of plans and specifications of the
proposed congtruction be submitted to the participant;

(e A requirement that the borrower furnish afirm congtruction contract
from an acceptable contractor at a specified price, including a provison
that no materia changes are to be made without the prior written
consent of lender/SBA; and

® A requirement that, prior to any disbursement, lien waivers be obtained
from all contractors, subcontractors, independent workers, and
suppliers of materia connected with the project.

Most of these terms and conditions do not apply to 504 loans or to those 7(a)
loans used only to provide permanent financing after the condruction is
complete. However, some evidence is needed prior to any disbursement that
no liens, particularly material or mechanic'sliens, intervene and preclude
acquiring the lien pogition required by the authorization. An ALTA loan title
insurance policy (American Land Title Association) is one form of acceptable
evidence. Lien waiversfrom al contractors, subcontractors, suppliers of
material, and independent workers are a so acceptable.
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f. Specid Requirements for Franchise Busnesses

@

)

3

(4)

Q)

(6)

Effective: 01-29-99

Franchises have specia Size criteria. See subpart A, chapter 3, paragraph 3e.

The terms of the franchise agreement and the terms of any lease or sublease of
the premises of the franchise business from the franchisor (or any of their
affiliates) including options to renew exercisable by the franchisee, needsto
generdly befor the same time period as the term of the loan.

Q. A Franchise Agreement for 20 years was signed ten months before we
approved a 20 year loan for the franchisor. Is this satisfactory?

A. Y es, the time periods of the agreement and loan are compatible. If the
franchise agreement was for only 15 years, a 20 year loan would be
inappropriate.

When the franchisor is subleasing the red estate to the franchisee, it is desirable
for the underlying lease to contain an option for the franchisee to lease directly
from the owner of the red edtae if the franchisor defaults and the franchisee
cures the default. The loan report should address this issue, and indicate
whether the landlord is agreegble to such aprovisonif it is not dready in the
lease.

When the franchisor provides hilling and collection services, controls
receivables, accepts payments from customers of the franchisee or third party
payors, or services the franchisee's accounts, the franchisor must provide the
franchisee and lender or CDC and SBA with accessto its pertinent books and
records during regular business hours upon request.

Authorizations for franchise business gpplicants should contain a provison
which requires the franchisor to defer the payment of roydties and feeswhen
the loan isin default or during any period for which the SBA or lender, as
SBA's agent, has granted a deferment. Without such a provision, the franchisor
continues to benefit from the borrower's operation during the period of
deferment. Such continued payment to a franchisor, but not the lender who
provided the financing to make the franchisee operationd, is usualy not
desrable.

The loan should be conditioned to require the franchisor to give the lender or
CDC and SBA, during the term of the loan, the same notice and opportunity to
cure any default under the franchise or lease agreement that is given the
franchisee under the same agreements. The credit implications of afranchisor's
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refusal must aso be considered.

The franchisor must supply the franchisee with an FTC- required disclosure
report on its franchise operations. This report contains informetion that could
be ussful in evauating the loan request. Y ou must evduate it to determine its
effect on repayment ability.

Use discretion in determining whether to retain the entire disclosure satement
after the application has been processed. At aminimum, you must include the
cover sheet in the casefile.

A credit report should be obtained on the franchisor whenever its financia
respongbility and reputation are unknown. In evaluating an gpplication, you
must consder any experience SBA has had with other franchises with the same
franchisor asindicated by the PMEI system. Appendix 2 providesthe
guidelines on how to access the PMEI system.

The owner of any digible franchise must have the right to profit from their efforts
that are commensurate with their ownership interest, and the franchisor must not
have the power to contral this franchise.

Life Insurance

@

Effective: 01-29-99

Life insurance and/or disability insurance provides lenders with a hedge againgt
the loss of key management personnd which could adversaly impact repayment.
Lifeinsurance should be required when there is concern for the continuation of
adequate management due to alack of depth and experience. Lifeinsuranceis
not required for dl loans as a matter of policy, but rather is preferred when
management hinges on the knowledge and skills of asingle person or limited

group who would be difficult to replace.
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2 When life insurance is deemed necessary, impacted individuas may offer an
assignment of their existing policy (of any satisfactory type), or choose to
acquire new insurance. SBA does not want to impose unnecessarily costly
insurance premiums on the applicant or individud. Likewise SBA will makethe
decison on the use of any proceeds from alife insurance clam at the time of
clam. Therefore neither credit life insurance nor whole life insurance are to be
required. SBA will accept acquidition of decreasing term or universd life
insurance.

h. Disbursement Periods

The disbursement of 7(a) loans should occur as close to approva asis prudently
possible, consdering the applicant's needs for the funds and the requirements to meets
the terms and conditions specified in the Authorization. As a matter of policy, the initid
dishursement must occur within 6 months of approvd. The only exception is when the
proceeds will provide the permanent financing for an interim construction project that
will take more than 6 months from approva of the SBA loan to complete.

If any loan can not be initidly disbursed within 6 months of approvd, the initid
disbursement period may be extended by the loca processing or servicing office,
providing there is specific judtification that relates to the circumstances of the individud
cae. SBA mud process al requests for extensions of the disbursement periods, except
for loans originaly processed under delegated authority (e.q., PLP and SBAEXpress,
PCLP, etc), and SBA must be notified whenever an extension is approved, regardless
of the authority of the lender.

When the initia disbursement period exceeds 6 months, the judtification must include a
written request from the applicant. If the request for extenson past Sx months does not
include awritten request from the applicant, the request isindigible for approva.

Thefina disbursement period must never exceed 12 months from approval except
when the proceeds are for congtruction or renovation.

Theinitid disbursement for dl 504 loans (which is dso the find disbursement) shdl be
within 12 months of gpprova, unless SBA agreesto an extension inwriting. The
requirements for extension to the disbursement period for any 504 loan is detalled in
Subpart H, Chapter 20. paragraph 4.

Effective: 12-01-00
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Recordation of disbursement periods are needed by the Agency to track the obligation
of funds and initiation of any necessary cancellation of guarantees. As such, no lender
or CDC isauthorized to establish or extend the disbursement periods (initid or find)
with out notification to the SBA office which gpproved the gpplication. Lenders who
process loans under their delegated authority must notify the Commercia Loan
Servicing Center of al extensons to the disbursement periods. All lenders are required
to notify SBA of any Loan Cancellation.

For additional guidance, see Subpart A, Chapter 6, paragraph 3b.

Effective: 12-01-00
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1. ENVIRONMENTAL CONSIDERATIONS:

Disbursement of |oans approved prior to the effective date of this SOP may follow either the
policies detailed herein or the policies from Notice 5000-494. SBA requires an investigation
and assessment of the environmentd risk on al primary collatera offered as security for any
loan or debenture that the Agency is asked to guaranty in order that the risks of environmental
contamination can be assessed and addressed. A lender may require its own environmental
investigation of any additiond collatera at its discretion.

a What Are The Risks of Environmenta Contamination?

@
2

3

(4)

The cogts of remediation could impair the borrower.s ability to repay the loan.

The vaue and marketability of the property could be diminished. If the
borrower defaults, SBA might have to abandon the property to avoid liability
or accept alower than expected price.

The SBA potentidly could be liable for environmental clean-up costs and third-
party damage clams arising from environmenta contamination if it takestitle to
contaminated property as a result of foreclosure proceedings or if it exercises
operationa control over the Site.

If agovernment agency cleans aSite, it may be ableto file alien for recovery of
its costs which may be superior to SBA's lien.

b. Definitions

@

@)

Effective: 01-29-99

Environmentd Invegtigaion - An investigation to help ascertain whether and the
degree to which a property is subject to environmental contamination. An
Environmenta Investigation may include one or more of the following: an
Environmental Questionnaire, Transactional Screen Andysis, Phase | Audit, and
Phase Il Audit, as these terms are defined below.

Environmenta Questionnaire - A written form asking specific environmentally-
related questions about the property which requires a visua inspection to
complete the form. The lender or its agent mugt fill it out after conducting an
interview with the current owner or operator of the Ste and the current owner
or operator of the ate must signit. The lender may use SBA'sform or itsown
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formif it indudes dl of the information included in SBA's questionnaire.

Use of an environmenta questionnaire congstent with the standard issued by the
American Society for Testing and Materidsis satisfactory to SBA.

3

Environmental Records Review - A review of thefiles of the regulatory agency
(defined below) related to environmenta permits, reported contamination, and
the storage, generation, trangportation, use, or release of environmentally
harmful substances at the Site or at nearby properties. These records may be
available from the appropriate governmental agencies, and there are commercid
services avalable to obtain this information, including severa on the Internet.
The Environmental Records Review must include, a aminimum, the following
databases and minimum search distances to the subject property:

Governmental Record Approximate Minimum Search Distance
Federa NPL dtelist property and 1.0 miles
Federd CERCLISIligt property and .5 miles
Federa RCRA TSD

fadlitiesligt property and 1.0 miles
Federa RCRA generators

lig property and adjoining properties
Federa ERNS list property

State equivaent of NPL

list

property and 1.0 miles

State equivaent to
CERCLISIigt property and 1.0 miles
State landfill and solid waste
disposal stelis property and .5 miles
State leaking underground
dorage tankslist property and .5 miles
State registered underground
sorage tanks list property and adjoining properties

(4)

Q)

Effective: 01-29-99

Historical Records- A second component of the Environmental Records
Review conggt of such items as. Aerid Photographs that show the development
and activities on the subject property and surrounding areas; Fire Insurance
Maps that indicate the uses of the subject property and surrounding aress; loca
fire, hedth, or environmenta departments public records that show the uses of
the subject property and surrounding areas, and any other records which could
provide ingght into the uses of the subject property and surrounding areas such
as zoning records, building permits, property tax reports, and land title records.

Lender - refers to banks, non-bank lenders, and certified devel opment

116



SUBPART "A" SOP 50-10(4)(B)
companies.

(6) Monitoring - A physica sampling of soil or groundwater to determine the
continued presence or quantity of environmenta contamination.

) No Further Action Letter - A statement issued by the regulatory agency
declaring that no further remediation or monitoring of contamination previoudy
found is required.

8 Phase | Audit - An investigation and written report by an environmenta
professiond or contractor (see sub-paragraph | of this paragraph), regarding the
history and use of the property, which determines the potentia existence of
environmental contaminants. At aminimum, a Phase | Audit must contain dl of
the following dements

@ A visud ingpection of the site and adjacent properties,
(b)  AnEnvironmental Records Review;

(© On-gte review of available environmenta records and interviews with
the current owner and (if different) operator of the Ste and otherswith
knowledge about operations on the Site and on adjacent Stes, such as
the previous owner and (if different) operator of the Site, and owners or
operators of neighboring sites; and

(d) A concluson by the contractor that performs the audit ether: (i) that the
risk of contamination e the steis so minima that no further investigation

iswarranted; or (ii) that there is risk sufficient to warrant additiona
invedtigation.

Effective: 01-29-99
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9 Phase Il Audit - An investigation and written report conducted by an
environmental professond involving testing for actua contamination which rdlies
on laboratory testing of samples extracted from potentialy contaminated
locations (buildings, soil or groundwater) to determine whether and to what
extent actua contamination exisis.

(10)  Primary Collaterd

@ The project ste that is acquired or improved through the loan proceeds, |
or

(b) Any business red property to be taken as collateral when it represents
over 50 percent of the tota collaterd vaue.

(11) Reasonable and Prudent Belief That There IsNo Risk of Contamination
A belief based on exigting information and prudent lending standards
that past business or agriculturd operations a the Primary Collatera Ste
or on adjacent sites are unlikely to have resulted in contamination at the
gte. Such adetermination would not be reasonable if:

@ Thereisinsufficient knowledge about past or current business or
agricultura operations at the Site or adjacent sitesto be able to reach
such conclusion; or

(b) Past or current business or agriculturd operations at the Site or adjacent
gtesarelikey to have involved the use of (i) chemicdsin such quantities
as would be subject to regulation by environmental authorities or (i)
aboveground or underground storage tanks. Likelihood of
contamination may arise from the known business operations & the Ste
or typica industry practices of any business which operated at the Ste
or adjacent Sites.

(120 Regulatory Agency - Thelocd, State, or Federd agency with authority to
enforce environmenta laws regarding use of hazardous materids or cleanup of
environmenta contamination at the primary collaterd Ste.

(13) Remedidion- Any action to clean-up or remove contamination from soil & a
dte or groundwater under asite,

Effective: 12-01-00
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Transactiona Screening Andlyss ("TSA") - A review and written report which
incdudes the following.

@ A visud ingpection of the Site being offered as collateral by a person
trained to determine whether conditions at a Ste are indiceative of
potentia environmenta contamination or adverse environmental
conditions. The person conducting this inspection may be an employee
of the lender or its agent, but cannot be an employee of, or under
contract with, the sdller, the borrower or any other party that will benefit
financialy from theloan. The lender must use prudent lender standards
in choosing or accepting the qudifications of the person conducting the
ingoection.

(b) The completion of an Environmenta Questionnaire.

(© An Environmental Records Review.

(d) A recommendetion by the lender or its agent ether: (i) that therisk of
contamination at the Steis so minima that no further investigation is

warranted; or (ii) that there isrisk sufficient to warrant additiona
investigation.

C. Environmentd Investigation Requirements

Environmenta investigation is part of the due diligence required of lenders.

@

@)

3

Effective: 01-29-99

Except for loans of $25,000 or less, there must be an Environmenta
Investigation for al business loan gpplications secured by Primary Collaterd.
The results of this Environmentd Investigation must be sent to SBA.

Due diligence and prudent lending practice require alender to pursue morein
depth investigation when an investigation method indicates arisk of
environmenta contamination. The type of Environmental Investigeation to be
performed varies with the amount of the risks described in sub-paragraph A of
this paragraph which might result from any contamination that might be present.
The greater the risk, the more in depth should be the investigation.

If aloan gpplication is for $25,000 or less, no Environmentd Investigation is
required if the borrower certifiesin writing that he or she has no knowledge of
any past or present contamination at the Ste and lender has no information to
the contrary.
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d. The Steps of An Environmental Investigation

Depending on the circumstances, the Environmenta Investigetion can begin with an
Environmentd Questionnaire, Transactiond Screening Anayss, Phase | Audit or Phase
[ Audit.

@

2

Effective: 01-29-99

The Environmenta [nvestigation may begin with an Environmental Questionnaire
when any of the following five conditions exigs

@ There have been no business or agricultural operations on the property;

(b) The collaterd is part of a multi-unit building or complex;

(© A Phase | Audit has been completed within 1 year of the loan
goplication indicating that the risk of contamination & the Steis so
minimal that no further investigation is warranted;

(d) A Phase | Audit has been completed within one year indicating the
presence of contamination and: (i) the Regulatory Agency has
determined that no remediation or monitoring is necessary, or that
remediation and monitoring has been completed; or (ii) an adequate
indemnification agreement exids, or

(e Thereis a"Reasonable and Prudent Bdlief That There IsNo Risk of
Contamination” as specificaly defined in subparagraph b.(11) of this
paragraph. If thisbelief does not exist, a TSA would be appropriate
[see sub-paragraph d.(2) of this paragraph].

If the Environmenta Questionnaire or other information available indicates arisk
of environmenta contamination, the loan can not be disbursed. Therefore,
further investigation such asa TSA or Phase | Audit will be required.

The Environmental Investigation may begin with a TSA when the lender, or
CDC for 504 loans, is unable to conclude that there is a Reasonable and
Prudent Bdief That There IsNo Risk of Contamination, based on the due-
diligence it has dready completed.

If the TSA indicates arisk of environmentd contamination, the lender should
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elther decline theloan or require a Phase | Audit prior to any disbursement.

3 The Environmenta Investigation may begin with a Phase | Audit when the
lender, or CDC for 504 loans, has a reasonable belief that, based on exigting
information and prudent lending standards, the Primary Collaterd Steislikely to
have been contaminated from past business operations at the site or adjacent
gtes. Thelikeihood of such contamination may arise from the known business
operations at the Site or adjacent sites, or from the typical industry practices of
the business(es) which operated at the Site or adjacent Sites.

If the Phase | Audit indicates more than minima risk of environmenta
contamination, the loan officer mugt ether decline the loan or require a Phase
Audit to determine whether there is actua contamination.

4 A Phasell Audit may be used when:

@ A Phase | Audit reveds more than aminimd risk of environmenta
contamination; and/or

(b) A Phase |l Audit will ultimately be needed and the Phase | Audit would
be an unnecessary expense.

If an applicant cannot or will not obtain aPhase| or |1 audit when oneis
required, you may not gpprove or disburse the loan.

If aPhase Il Audit indicates that contamination exists, the Audit must ate: (i)
whether the quantity exceeds the reportable or actionable levels for that
contaminant established by the responsible Regulatory Agency; (ii) whether
environmenta remediation or monitoring of conditions will be necessary; and
(i) agenerd edimate of the remediation or monitoring codts.

e. What isthe Timing for the Environmental Investigetion?
A lender should initiate an Environmenta Investigetion as soon asiit receives any
gpplication to be secured by Primary Collaterd. The lender should get an
understanding of the environmenta issues surrounding any Primary Collaterd beforeit
gopliesto SBA for aguarantee. The lender must submit the results of its Environmenta

Investigation to the SBA office processing the application, prior to disbursement. SBA
will approve disbursement based on the results of the Investigation it receives.

f. Legd Responghilities
Effective: 01-29-99

121



SUBPART "A"

SOP 50-10(4)(B)

The SBA loan processing personne must obtain field counsd concurrence in their
determination of the adequacy of an Environmenta Investigation and whether the risk
from contamination is sufficiently minimized to dlow disbursement.

What Actions Can Be Taken When Contamination is Present?

If the Environmentd Investigation indicates potentid contamination, the lender should
attempt to minimize the risks discussed in paragraph A from any such contamination
before submitting the guarantee request to SBA. The processing office may gpprove the
loan, with appropriate conditions, if it determines that the risk from potentid
environmenta contamination is sufficiently minimized so that disbursement would be
gopropriate relying upon the factors below and in sub-paragraphs 7h and 7i of this

paragraph.

If the lender cannot minimize such risks sufficiently before it gppliesto SBA, the
processing office may approve the loan, with gppropriate conditions, if thereisa
reasonable expectation that the risks can be minimized sufficiently under the guiddines
and relying upon the factors below and in sub-paragraphs 7h and 7i of this paragraph.

A lender must submit documentation with its guarantee request of the actions taken and
factors relied upon to minimize any such risk. If alender does not submit this
documentation with the guarantee request, it must do so prior to disbursement. In
ether case, the SBA processing office must concur that the risks have been sufficiently
minimized. (PLP lenders & PCLP CDCs do not have to submit such documentation or
obtain SBA's concurrence - see sub-paragraph k of this paragraph).

The SBA processing office may approve disbursement if the contamination issueis
resolved in any of the following ways.

1) The amount of contamination presant is less than the minimum "Sate action
levels' set by the Regulatory Agencies and no remediation will be necessary
under law;

2 The Regulatory Agency hasissued a"No Further Action” |etter;

3 Thereis adequate indemnification as discussed in this paragraph 7h; or

4 Guided by the factors discussed in this paragraph 7i, disbursement is
appropriate before completion of any necessary remediation or monitoring.

Effective: 01-29-99
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Indemnification Agreements

A loan may be dishurse if the seller (or another party) possesses sufficient financid
resources to cover the cost of completing remediation and signs an indemnification
agreement which provides adequate protection to SBA and the lender. A standard
indemnification agreement that field offices and lenders may use without authorization
from Headquartersisincluded in gppendix 7. If the indemnifying party will not sign this
gandard agreement, but iswilling to negotiate a different agreement, the processng
office mugt refer the maiter to the AA/FA who will consult with the Associate Generd
Counsd for Litigation in determining its acoeptability.

Attempt to obtain an indemnification agreement before consdering the factorsin this
paragraph 7i.

Disbursement Before Completion of Clean-Up

The SBA office which processed and approved the loan considers and provides
gpprovd for the initid disbursement of thisloan prior to the completion of remediation
or monitoring (in the absence of a"no further action” |etter or indemnification agreement)
if, and only if, it is satidfied that the risks from any contamination or potentid
contamination as detailed in sub-paragraph A of this paragraph have been sufficiently
minimized. The SBA will rely upon one or more of the following factors when deciding
to disburse before completion of remediation or monitoring:

@ If the Regulatory Agency has affirmed in writing thet remediation is complete but
additiona monitoring is required, goprova may be granted after obtaining the
monitoring results for the first year and awritten opinion from aqudified
environmental professona that the results show no unacceptable increasein
contamination since remediation.

2 Federd gatutes limit the liability of lenders for contamination if the lender does
not participate in the management of the Ste and moves promptly to sdl the
property after foreclosure. However, Sate law may hold the lender ligble. If
date law doeslimit environmentd ligbility of lenders, field counsd should consult
with the Associate Generd Counsel for Litigation in making the determination
that the law adequately protects SBA. In order to do so, state law should:

@ Protect private lenders and governmentd entities

(b) Apply to the contaminants found &t the Site;

Effective: 01-29-99
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(© Allow alender to foreclose without creeting liahility; and/or

(d) Define specific circumstances under which alender would be liable (for
example a precise explanation of "not participating in management™).

If there is a satisfactory agreement or "comfort Ietter” from the Regulatory
Agency dipulating that lender, SBA, and future purchasers would not be lidble
for specified contamination at the Site, disbursement may be appropriate. This
letter or agreement must be approved by an officid authorized to bind the
Regulatory Agency to its content.

If the extent of contamination and cost of remediaion isminimd in rdaion to
the value of the property and/or the resources of the party responsible for
remediation, gpproval, or disbursement may be consdered if remediation is
projected to be completed within ayear. A discusson of the rdiability of the
remediation estimates and projected completion date should include the
contractor's experience, the lender's confidence in or past experience with the
contractor, and the nature of the contamination. This factor would be more
gopropriate for contamination affecting the soil, given the complexities of
groundwater contamination.

If the State in which the Siteislocated has a fund to reimburse remediation costs
and SBA is adequately protected, approva or disbursement may be
congdered. Any conditions of remediation that might preclude reimbursement,
and the financid capability of the fund should be addressed. Written assurance
from the responsible Regulatory Agency that the fund will gpply to the specific

Ste may be necessary.

If an escrow account is available which equals 110 percent of the total
estimated cost (in the bid or contract) of required remediation, controlled by the
7(a) lender or first mortgage holder in a 504 |oan as trustee, approva or
disbursement may be judtified. The lender's role as trustee of this account is not
to control or manage the property to be remediated, but solely to release funds
from the escrow account upon the satisfactory completion of work by the
contractor performing the remediation and/or monitoring.

The authorization must ensure that funds will only be used for costs of cleanup
and remediation until the gppropriate "No Further Action” letter isreceived.
The Regulatory Agency must concur with the scope of remediation and the cost
esimate should be reviewed for reasonableness including a discusson of the
contractor's experience.

If the borrower obtains a bond or insurance equa to 110 percent of the total
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estimated cost (in the bid or contract) of remediation, approva or disbursement
may be consdered. You must be satisfied that the borrower's cash flow is
sufficient to complete the remediation and repay outstanding debt. The
Regulatory Agency must concur with the scope of remediation and the cost
estimate should be reviewed for reasonableness including a discussion of the
contractor's experience.

(8) If groundwater contamination on the Site is shown to have come from nearby
property, approva may be consdered if:

@ Another party with sufficient resourcesis performing remediation and is
willing to provide indemnification and the Regulatory Agency concurs
with the remedid action;

(b) The State has a written policy that it will not hold an owner or operator
of property responsible for contamination from another site; or

(© The Regulatory Agency provides satisfactory written assurance thet it
will not hold the borrower, lender, SBA, or any future purchaser ligble
for the contamination.

9 Additiona or subdtitute collaterd, or equity contribution, sufficient to overcome
the potentia |oss due to contamination is available.

The lender must consider the Six information items referenced in paragraph K when
making a recommendation under this paragraph for approva or initid disbursement.
lenders should forward their judtification for gpproval and/or disbursement to the SBA
processing office respongible for making the approva/declination decision on the
request for financid assstance.

Submission of Environmenta Investigation to SBA

When SBA gpproves aloan with the condition that initial disbursement can not occur
without SBA's approvd, the results of the lender's Environmenta Investigation must be
reviewed by the SBA office which processed the gpplication. The lender must submit
aufficient judtification for disbursement to SBA, based upon one or more of the factors
referenced in sub-paragraphs 7g, 7h, or 7i of this paragraph. Upon SBA approvd, the
lender may disburse the [oan.

Responghilities of the Processing Office to Approve Initid Disbursement

The SBA processing office makes the determination for initia disbursement in the
absence of ano further action letter or indemnification agreement, based upon the

Effective: 01-29-99
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results of an Environmenta Investigation which has justification based on one or more of
the nine factors referenced in paragraph 71 above. The SBA will consder:

@ How the factors of this paragraph 7i relied upon sufficiently protect SBA from
the risks resulting from contamination;

NOTE: There may be factors other than the nine referenced above which can be
acceptable to SBA, but reliance upon any such factor not previoudy referenced
requires clearance from the AA/FA (thisincludes PLP and PCLP/CDC lenders).

2 Nature and extent of contamination present (referring to relevant pagesin the
Phase | or Phase Il Audit);

3 The gatus of remediation and monitoring;
(4  Reevant environmenta reports,

) Correspondence from the Regulatory Agency regarding current conditions at
the ste; and

(6) Amount of loan.

If aprocessng office has any questions regarding the application of any of the factors
the lender chooses to usein a specific case, it should consult with SBA field counsel or
the Associate Generd Counsd for Litigation. If the processing office is not sure that
disbursement is gppropriate in a particular case, based upon the justification provided
by the lender, it should submit a recommendation regarding disbursement to the
AA/FA, who will make a decision with the concurrence of the Associate Generd
Counsd for Litigetion.

The processng office's recommendation shal include the supportive documentation of
the six items referenced above, and andlysis of same plus other relevant information and
the recommendation of SBA field counsd.

l. Criteriafor Selecting an Environmental Professional/Contractor
@ Environmental audits must be performed or approved by contractor personne
with adequate expertise and independence. Such expertise is evidenced by:
@ A license to conduct such an audit by the State in which the audit will
take place;
(b) At least 5 years experience in conducting environmenta audits;
(© An advanced degree in engineering, environmenta sciences, or geology
Effective: 01-29-99
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and at least 2 years of direct experience in conducting environmental
audits, or

(d) Sufficient prior, satisfactory experience with the 7(a) lender or first
mortgage holder on a 504 in conducting rdiable and technically sound
audits.

In addition, aPhase | or Il Audit must be conducted by afirm that isimpartid,
with no conflict of interest in the transaction. Lender must obtain the responses
from the auditor to the following information:

@ Name and address of the contractor;

(b) Name and title of the person performing the audit plus a statement of
how long the person has been performing environmenta assessments
and the education and training the person has received;

(© The recognized environmental standards to be used in the audit;

(d) Any present or prior affiliation of the contractor with the sdller or
purchaser of the property;

(e A description of the contractor's liability insurance; and

@ A certification under 18 U.S.C. . 1001 that the information provided is
true and correct.

The lender mugt include the responses to these questions made by the
contractor when submitting a Phase | or Phase Il audit as part of the judtification
for gpprova or disbursement.

m. PLP And PCLP Authority

N

Effective: 01-29-99

The PLP lenders and PCLP/CDCs are delegated the authority to interndly
make the decisions regarding environmentad risk which are reserved for the
processing SBA office. Therefore, these Lenders may not disburse any loan
unless the Environmentd Investigation has been performed in accordance with
this paragraph and, if thereisarisk of environmenta contamination,
disbursement can be justified under the guiddines detained in paragraphs 7H,
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71, and/or 7G.

2 These lenders are subject to the same Environmenta Investigation requirements
asdl other Lenders.

3 Lenders must retain adl documentation utilized to judtify their gpprovd and
disbursement decisonsin their file for review or audit by SBA.

Effective: 01-29-99
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The PLP lenders and PCLP CDCs may consult with SBA field counsd
regarding state or local environmenta laws.

n. Environmental Loan Authorization Conditions

The following loan authorization conditions are required for both 7(a) and 504 loans that
will be secured by primary collatera to address the risk associated with Environmenta

| ssues.

N

For Loans Over $25,000

For 7(a) loans, insert "Lender may not disburse thisloan” and for 504 loans insert
"CDC may not issue debenture to fund this loan™ until it hes:

)

Effective: 01-29-99

@

(b)

Completed the review for potentia environmenta contamination
required in this SOP (Environmenta Investigation) on each businessred
property Stethat is:

0] acquired or improved with proceeds from thisloan, or

(i) taken as collaterd if the Site represents over 50 percent of the
vaue of dl collatera securing thisloan; and

Sufficiently minimized the risk from any adverse environmenta findings
discovered in the Environmenta Investigation, or otherwise, in
accordance with Subpart A, Chapter 5, paragraph 7 (Environmentd
Conditions) of this SOP.

Use the Following Paragraph When Lender has not Completed the
Environmental Investigation Prior to Issuance of Authorization

The lender must submit the results of the Environmenta Investigation to the

SBA field office for SBA approvd prior to dishursement. If the lender or SBA
determines from the Environmental Investigation that there is potentia
environmental contamination, [for 7(a) loans, insert] "Lender may not disburse
the loan", and [for 504 loans insert] "CDC may not issue debenture to fund a
loan" until SBA is stisfied thet the risk has been sufficiently minimized. Adverse
environmenta findings may lead to [For 7(a) insart] cancdlation of the SBA
guaranty, [for 504 insert] "withdrawal of a 504 authorization.”
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OPEN OPTION: If the Environmenta Investigation submitted with the
gpplication revedsrisks of environmenta contamination, and approvd isill
appropriate, the loan officer should add authorization conditions in accordance
with the Agency's Environmenta Policy per this SOP in consultation with
counsd.

For Loans $25,000 or Less

Lender may disburse the loan without an Environmenta Investigation under this
SOPf:

@ Borrower certifiesin writing that the borrower has no knowledge of any
past or present contamination at the site; and

(b) Lender has no information to the contrary.

For All Loans

The SBA will hold Lender responsible for any losses or liability caused by
failure to comply with SBA environmenta requirements.

0. Quegtions on SBA's Environmentd Policy

Quedtions on SBA's Environmental Policy for the Office of Financia Assstance should
be E-Mailed, not phoned, to "SOP-5010" with the subject heading of "“Environmental".
Since the issues surrounding environmenta risk assessment can be complicated, it is
best to provide abest time for adiscussion and the appropriate phone number of
inquirer.

Effective: 01-29-99
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CHAPTER 6 - LOAN PROCESSING CONSIDERATIONS

1 REQUIREMENTSIMPOSED BY LAW AND EXECUTIVE ORDERS

.120.170 Flood insurance.

Under the Flood Disaster Protection Act of 1973 (Sec. 205(b) of Pub. L. 93-234; 87 Stat. 983 (42 U.S.C.
4000 et seq.)), aloan recipient must obtain flood insuranceif any building (including mobile homes),
machinery, or equipment acquired, installed, improved, constructed, or renovated with the proceeds of SBA
financial assistanceislocated in a special flood hazard area. Therequirement appliesalsoto any
inventory (businessloan program), fixturesor furnishings contained or to be contained in the building.
Mobile homes on a foundation arebuildings. SBA, Lenders, CDCs, and I nter mediaries must notify
Borrowersthat flood insurance must be maintained.

a Provisons Related to Flood Insurance

See subpart A, chapter 5, paragraph 6b for more information on SBA's policy
regarding flood insurance.

.120.171 Compliance with child support obligations.
Any holder of 50% or more of the owner ship interest in therecipient of an SBA loan must certify that he
or sheisnot morethan 60 daysdelinquent on any obligation to pay child support arising under:

(@) An administrative order;

(b) A court order;

(c) A repayment agreement between the holder and a custodial parent; or

(d) A repayment agreement between the holder and a State agency providing child support

enfor cement services.

b. Provisons Rdlated to Child Support Compliance

All 7(a) and 504 loan authorizations must include the following condition:

All 7(a) and 504 authorizations require the Lender and CDC to havethe
Borrower certify that "No principad who owns at least 50 percent of the
ownership or voting interest of the company is ddinquent more than 60 days
under the terms of any (1) administrative order, (2) court order, or (3)
repayment agreement that requires payment of child support.

.120.172 Flood-plain and wetlands management.

(a) All loans must conform to requirements of Executive Orders 11988, " Flood Plain M anagement™ (3
CFR, 1977 Comp., p. 117) and 11990, " Protection of Wetlands' (3 CFR, 1977 Comp., p. 121). Lenders,
Intermediaries, CDCs, and SBA must comply with requirements applicableto them. Applicants must
show:

Effective: 12-01-00
129



SUBPART "A"

SOP 50-10(4)

(1) Whether thelocation for which financial assistanceis proposed isin afloodplain or wetland;

(2) Ifitisin afloodplain, that the assistanceisin compliancewith local land use plans; and

(3) That any necessary construction or use permitswill beissued.
(b) Generally, thereisan 8-step decision making processwith respect to:

(1) Construction or acquisition of anything, other than a building;

(2) Repair and restoration equal to morethan 50% of the market value of a building; or

(3) Replacement of destroyed structures.
(c) SBA may determinefor thefollowing types of actions, on a case-by-case basis, that the full 8-step
processisnot warranted and that only thefirst step (determining if a proposed action isin the base
floodplain) need be completed:

(1) Actionslocated outsidethe basefloodplain;

(2) Repairs, other than to buildings, that arelessthan 50% of the market value;

(3) Replacement of building contents, materials, and equipment;

(4) Hazard mitigation measures;

(5) Working capital loans; or

(6) SBA loan assistance of $1,500,000 or less.

C. Provisons Rdated to FHlood-Plain and Wetland M anagement

@

)

Effective: 12-01-97

Executive Order 11990 requires the avoidance, to the extent possible, of
adverse impacts through the destruction or modification of wetlands and the
avoidance of direct or indirect support of new congtruction in wetlands
wherever thereisa practical dternative. Wetlands are those areas inundated by
surface or ground water that, under normal circumstances, do or would support
aprevaence of vegetative or aguetic life that requires saturated or seasonadly
saturated soil conditions for growth and reproduction. These include swamps,
marshes, bogs and similar areas such as doughs, wet meadows, river overflows,
mud flats and naturd ponds. New congtruction includes draining, dredging,
channding, filling, diking, impounding and related activities and any new
dructures and facilities.

Executive Order 11988 requires SBA to minimize therisk of flood loss and to
preserve the beneficid vaues served by floodplains. SBA must evauate the
potentiad effects of any actionsit finances on floodplains (as defined by the U.S.
Department of Housing and Urban Development [HUD] floodplain maps). The
SBA must:

@ Identify flood hazards and evauate the potentia effects of any projects

or congtruction actions SBA may be requested to finance in afloodplain
or wetlands;

(b) Determine whether structures to be built, repaired or restored will fully
comply with the Flood Insurance Protection Act;
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(© Require the acquigtion of flood insurance and its maintenance during the
life of the loan, and advise gpplicants that failure to comply fully
precludes future Federal disaster assistance; and

(d) Give early public notice and full information to dlow public input on
decisions affecting floodplains and wetlands.

The following actions are exempt from the requirements of Executive Orders

11988 and 11990:

(@  The SBA loan assistance of $500,000 or less;

(b) Actions outsde of a base floodplain (any area subject to a one percent
or less chance of flooding in any given year);

(© Repairs to damaged facilities, the cogts of which are lessthan 50
percent of the fair market value of the facility prior to the damage;

(d) Replacement of building contents, materias and equipment depending
upon the facility in which they are located. For ingtance, liquid gas
Sorage facilities might require the full determination process where non-
degrading inventory and materials would not; and

(e Actions taken by an applicant to mitigate natura hazards, including safe

land-use and construction practices.

Non-exempt actions include:

@

(b)

(©)

Congtruction or acquigtion of new facilities under the 7(a), DELTA, or
504 |oan programs,

Repair and restoration of damaged structures, the costs of which, as
determined immediately before the repairs, are equal to or greater than
50 percent of the market value of the structure prior to the damage; and

Replacement of destroyed structures.

The decison-making process for SBA |oan processors include the following:

@

Determine whether a proposed action isin abase floodplain or in
wetlands, the percentage probability of flooding; and the possible
consequences of alarger-than-norma flood on the economics and
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safety of the proposed floodplain action.

(b) Identify and evauate dternatives to locating in a base floodplain or
wetlands.

(© Conduct an early public review of the requirements in Executive Orders
11988 and 11990.

(d) Identify pogitive and negative, direct and indirect, concentrated and
dispersed, and short-term and long-term impacts on lives and property
and floodplain vaues, aswell astheir source.

(e Congder ways to minimize harm to lives and property and to restore
and preserve floodplain and wetlands values.

® Re-evauate the dternatives - including "no action.”

()} Prepare a statement of SBA's "Findings and Explanation” for public
issuance.

(h) Implement the action, with comments in the loan report on the above
aress, and insuring that the action complies with Executive Orders
11988 and 11990.

d. Lead-Based Paint

.120.173 Lead-based paint.

If loan proceeds arefor the construction or rehabilitation of aresidential structure, lead-based paint may
not be used on any interior surface, or on any exterior surfacethat isreadily accessibleto children under
the age of seven years.

Effective: 12-01-97
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e Earthquake Hazards

.120.174 EarthquakeHazards.

When loan proceeds ar e used to construct a new building or an addition to an existing building, the
construction must conform with the" National Earthquake Hazards Reduction Program (" NEHRP")
Recommended Provisionsfor the Development of Seismic Regulationsfor New Buildings' (which can be
obtained from the Federal Emer gency M anagement Agency, Publications Office, Washington, DC) or a
codeidentified by SBA asbeing substantially equivalent.

Executive Order 12699, "Seismic Safety of Federal and Federaly Assisted or
Regulated New Building Congtruction,” gpplies to the Agency's 7(a) loan program. As
amatter of policy, SBA extends the requirement to the 504 program. The Executive
Order contains no exception. Its provisions must be followed even in areas which
traditionaly do not have earthquake activity.

@

Thefollowing language must appear in al 7(a) and 504 authorizations where the

loan isfor the congtruction of anew building or an addition to an exising
building.

"Building Standards. In the construction of a new building or an addition to an

2

Effective: 12-01-00

existing building, the construction must conform with the "National Earthquake
Hazards Reduction Program Recommended Provisions for the Development of
Seismic Regulations for New Buildings' (NEHRP), or a building code that SBA
has identified with substantialy equivalent provisions. Lender must obtain from
evidence of compliance with these requirements from the borrower. The
evidence must be either a certificate issued by a licensed building architect,
construction engineer or similar professional, or aletter from a state or local
government agency stating that an occupancy permit is required and that the local
building codes upon which the permit is based include the Seismic standards."

The following building codes have been identified as being subgtantidly
equivalent to the Nationa Earthquake Hazards Reduction Program (NEHRP)
Provisons.

@ 1991 Uniform Building Code of the Internationd Congress of Building
Officids (ICBO);

(b) 1992 Supplement to the Building Officids and Code Adminigtrators
(BOCA) Nationd Building Code; and

(© 1992 Amendments to the Southern Building Code Congress  (SBCC)
Standard Building Code.
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f. Coastal Barrier Protection

.120.175 Coastal Barrier Islands.
SBA and I ntermediaries may not make or guar antee any loan within the Coastal Barrier Resour ce

System.

@

2

3

(4)

Genard

The Coadtal Barrier Resources Act prohibits Federal expenditures or financia
assistance to projects located on undeveloped Atlantic and Gulf of Mexico
coastd barriers and undeveloped wetlandsin the Great Lakes. The purposeis
to prevent ecological damage and wasteful expenditures. A specific set of maps
identifying the origina areas has been adopted and digtributed to the

appropriate fidd offices. Maps identifying new areas will be distributed
accordingly.

Prohibited L ending

This Act prohibits 7(a) lending to projects located in the defined coasta barrier
and wetland areas. Loans to purchase or improve structures or facilities, such as
buildings, roads, bridges, boat landings, or upgrading of water trestment
systems, are specificaly prohibited.

Exceptions

There are severa exceptions to the prohibition, one of which could affect SBA
lending. Facilities necessary for the exploration, extraction (mining) or
transportation of energy resources may qualify as an exception. The SBA
assistance can be considered when the Secretary of the Interior or designee
authorizes in writing the granting of financia aid for such purposes. Y ou must
consult with the Department of Interior since that Department is charged with
primary respongbility for administering the Act.

Affected States

The following states contain areas covered by the Act: Maine, Massachusetts,
Rhode Idand, New Y ork, Connecticut, Dlaware, Virginia, North Caroling,
South Carolina, Georgia, Florida, Alabama, Missssippi, Texas, Louisana,
lllinois, Minnesota, Wisconsin, Michigan, Ohio, Indiana, and Pennsylvania
When making loansin these States, be dert to ensure that the loans do not
violate provisons of thisAct.

s} Compliance with Other Laws

Effective: 12-01-97
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.120.176 Compliancewith Other Laws

All SBA loans ar e subject to all applicable laws, including (without limitation) the civil rightslaws (see
Parts 112, 113, 117 and 136 of thischapter), prohibiting discrimination on the grounds of race, color,
national origin, religion, sex, marital status, disability or age. SBA requests agreementsor evidenceto

support or document compliance with these laws, including reportsrequired by applicable statutes or the
regulationsin this chapter.

@

2

Effective: 12-01-97

Discrimination

13 CFR Parts 112 and 113 prohibit discrimination by recipients of Federa
financid assstance in the ddlivery of servicesto the public, in employment
practices, or in the membership policy of private, civic or fraterna organizations.
SBA regulations, 13 CFR Part 117, states that no person shdl, on the basis of
age, be excluded from participation in, be denied the benefits of, or be subject
to discrimination under any business or activity receiving Federd financid
assstance. The Equal Credit Opportunity Act (ECOA) dso prohibits
discriminetion againgt any gpplicant in a credit transaction.

You must immediately forward to SBA's Office of Equa Employment
Opportunity and Civil Rights Compliance, complaints aleging discriminatory
treatment based on race, color, religion, age, sex, maritd satus, disability, or
nationd origin, whether the alegation is from the public, an SBA employee, an
SBA program officer, an SBA recipient, or any other source. The Office of
Civil Rights Compliance will investigate and dispose of the complaints.

Equa Credit Opportunity Act
@ Generd

The ECOA prohibits discrimination against any applicant with respect
to any aspect of a credit transaction on the basis of race, color, marital
datus, sex, religion, nationd origin, age, receipt of income from any
public assistance program, or the fact that the applicant has, in good
faith, exercised aright under the Consumer Credit Protection Act or
under State law.

(b) Marita Status

M We cannot determine if a gpouse's Sgnature is needed for
eigibility purposes without knowing if there is a spouse.
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Therefore, we may request and consider the applicant's marita
datus, alimony, child support and separate maintenance income;
and the spouse's financia resources. "Maritd status' meansthe
gate of being unmarried, married, or separated as defined by
applicable State law. A person who is divorced or widowed is
"unmarried” for the purpose of this Act.

Y ou cannot ask the applicant for further informetion if they say
they are "unmarried”’. Asking if an applicant is divorced, has
never been married or is widowed isadirect violation of the
ECOA.

An gpplicant cannot be required to use atitle such as Mr.,
Mrs.,, Ms. or Miss on the gpplication form. The SBA must
collect gatistics on loans made to women. We may require an
indication of the gender of the applicant for satistical purposes
only.

Repayment Ahility

0]

Y ou may ask an gpplicant about the source of income to be
used for repayment of the loan. Y ou may consider a oouse's
income as a basis for repayment only when it is volunteered.

Y ou must not ask that the spouse's income be used for
repayment. Y ou may then ask questions about the spouse and
consder the spouse sincome to the extent that it islikely to be
consstent. 'Y ou may not otherwise request information about a
SpouseE'sincome.

A creditor may ask and consider the extent of an applicant's
obligation to make aimony, child support, or maintenance
payments in order to establish repayment ability (how much the
principal must draw from the business to meet persond

EXpenses).
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(d)
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i)

)
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We cannot discount or exclude from congderation income of
the gpplicant or applicant's spouse because it is derived from
part-time employment or is aretirement benefit. However, you
may consider the amount and probable continuance in
evauating the gpplicant's credit worthiness.

We may consider an gpplicant's age (presuming the applicant
has the capacity to contract) or receipt of income from a public
assigtance program only for the purpose of determining a
pertinent eement of credit worthiness. For example, you may
consder whether payment from a public assistance program will
continue after aloan is gpproved, how long the gpplicant has
been receiving benefits, the status of dependents, or how long
the gpplicant intends to remain in the jurisdiction to ascertain
whether the benefitswill continue. Concerning age, SBA may
consder such factors as occupation and length of time until
retirement to determine whether applicant's income, including
retirement income, will support the extenson of credit until its
meaturity.

Permanent resdent or immigration status may be consdered
only asameans of determining our rights and remedies
regarding repayment.

Collatera

0]

The generd ruleisthat when amarried or separated applicant
requests secured credit, we may require the signature of the
Spouse on necessary documents under applicable sate laws
which we reasonably believe to be necessary or under
applicable state law to creste avdid lien, passtitle, waive
inchoate rights to property, or assgn earnings.

We may not ask a spouse to Sgn a note, guaranty or other
document soldly because of maritd status. However, if the
Spouse is a co-gpplicant on whose income or property we are
relying to establish repayment ability or counsd indicates that
state property, statutory or decisiond law makes the spouse's
sgnature necessary (such as state law giving the spouse present
ownership rightsin the business), we may request the spouse to
sgnthe note. A spouse, like any other co-owner, can be asked
to sgn dl documents covering property in both nameswhich is
required to ensure access to the property but does not impose
persond liability unless necessary under State law.
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@)  Any principal, partner, or officid of the borrower may be asked
to sgn any document because of the person's officid postion,
even if that person is the spouse of another signer, without
violating the ECOA.

(iv)  Collaterd documents for loans gpproved in one of the twelve
community property states will not automaticaly require a
spouse's sgnature. However, the spouse (regardless of
ownership interest) is not exempt from providing application
information and should sign the persond financid statement in
those States unless the applicant indicates that the persona
financid datais not part of the community property. This does
not obligate the spouse or automaticaly require the spouse to
execute the |loan documents. It does make the spouse aware
that community assets may be required as collateral. Consult
counsd before requiring a Spouse to sgn.

v) A guarantee on an extension of credit is part of a credit
transaction and is subject to ECOA. Therefore, creditors are
barred from requiring the sgnature of a guarantor's spouse just
asthey are barred from requiring the signature of an applicant's
soouse. An evduation of thefinancia circumstances may
indicate that an additional signature is necessary. The spouse
may Sgn but cannot be required to Sign.

(e Prohibited and Adverse Information

() Whenever SBA receives adverse information on any principd,
owner or officer of abusiness, such information can be
consdered in evauating the credit risk. However, we cannot
consider adverse information which concernsthe
arrest/conviction record or character of a non-owner spouse
not active in the business.

Effective: 01-29-99
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(D) Whenever we receive adverse credit reports of an applicant or
principa, the gpplicant must be given the opportunity to prove
that the adverse information applies to some other party, such
as aspouse or former spouse, and does not reflect accurately
the gpplicant's willingness or &bility to repay.

(i)  Thefact that we may have prohibited information in prior files
or may have prohibited information received from other sources
in acurrent fileis not aviolation of the ECOA. However, such
information may not affect the decison on the current request
for credit.

® Other Areas of ECOA Impact

Forms

() SBA Form 413, "Persond Financid Statement,” or any other
persond financid statement, must include the assets and
ligbilities of the gpplicant or principa and their immediate family
unit (see subpart A, chapter 2, paragraph 4d. Thisis needed to
determine digibility based on the utilization of persond assets.

(i) SBA Form 912, "Statement of Persond Higtory," will be
accepted without the name of the spouse, athough you may
request marita status when abusiness |oan gpplication is
presented.

()] Utilization of Personal Resources

When establishing whether personal credit or resources are available to
be used in lieu of an SBA loan with regard to the digibility of the
gpplicant, you can consider the personal resources of a non-owner
goouse. Unlessalega impediment such as an irrevocable trust exigts,
the spouse's personal resources are presumed to be available to an
owner or principa of the applicant business.

Effective: 01-29-99
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Size Standards

0]

When an gpplicant gpplies for credit under SBA programs, you
may request financid information about a non-owner spouse
when determining whether the applicant is"smdl" and whether
persona resources are available to invest to reduce or eiminate
the need for an SBA guaranteed loan. Y ou can only usethe
information, when affiliates exig, to establish the primary activity
of the group of affiliates to determine the gpplicant's eigibility as
tosze

Concerns owned by spouses are presumed to be affiliated but
this presumption can be rebutted. (See subpart A, Chapter 2,
paragraph b) When each spouse applies for loans separately,
we may not totd the individua loans for the purpose of
determining loan cellings unless the concerns are dffiliates.

Miscdlaneous

0]

(ii)

Whenever SBA declines, withdraws, or screens out an
application, a copy of the ECOA notice must be provided to
the applicant by the lender. Thisnotice isincluded on
"Statements Required by Law and Executive Orders.” Proper
digtribution and retention of either asigned copy or asigned
certification of receipt is an important matter on al applications,
including declines, withdrawals, and screenouts.

The SBA will continue to request and record data on age, sex,
race and nationd origin according to exiging indructions. This
information cannot be considered in connection with the
decison to grant financid assstance. SBA must compile this
data to have evidence of compliance with various anti-
discrimination laws. SBA dso must submit periodic reports to
the Justice Department on our compliance statitics.

The SBA isnot liable for a participant's violation of ECOA
unless SBA isaware of the violation. However, if thereis
reason to believe alender isin violation, adarification should be
requested.
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Under ECOA, "A creditor shdl not refuse to extend credit and
shdl not terminate an account because credit life, hedth,
accident, disability, or other credit-related insurance is not
available because of the gpplicant's age.”

Right to Financia Privacy Act of 1978

@

(b)

(©)

Genera

ThisAct isintended to protect individuas from unwarranted intrusons
into their financid affairs by Government authorities, incuding SBA.
Certain gpplicants and their principas must be notified that SBA has the
right to access financid records and information necessary to process,
sarvice, or foreclose aloan or loan guaranty.

Exdudons

The Act specificdly excludes or is Slent regarding certain exchanges of
information:

0]

(ii)

Financid records of corporations are not included. However,
individua financia records of officers, shareholders and
directors areincluded. Financid records of partnerships having
Sx or more partners are excluded but not information
concerning the partners as individuas.

Persond financid information supplied by individuas directly to
SBA isnot covered. Requests for financid inditutions to verify
information are covered.

Information received from non-financid inditutionsis excluded.
Exchange of information between financd inditutionsis not
covered.

|mplementation

0]

All gpplicants are natified of ther rights under the Financid
Privacy Act of 1978 through the " Statements Required by Laws
and Executive Orders.” Theform providing this information
must be signed by each individud identified on the form. For
more on the requirements of the " Statements’ form see subpart

A, chapter 6, paragraph 4(c).
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(i) Teephone veification of financid information on individuds
involved in any way with aloan gpplication is consdered an
exchange of information and must be preceded by written
certification.

@)  Thelaw with regard to the exchange of credit information
between SBA and the IRS or any other Federd authority is
complex. Therefore, dl such exchanges must be referred to
counsd.

2. IMPACT OF RULE CHANGESON EXISTING LOANS

.120.180 Arerulesenforceableif they arechanged later ?

Regulationsand contractual provisionsin effect at thetime of a transaction govern an SBA loan financing
transaction, notwithstanding subsequent rule or contract changes. SBA may conduct an enfor cement
action regarding any violation of provisions of regulationsor contractsapplicable at thetime, but no
longer in effect or in use.

3. APPLICATION FILING LOCATION

.120.190 Wheredoes an applicant apply for aloan?

An applicant for abusinessloan should apply to:

(a) A Lender for aguaranteed or immediate participation loan;
(b) A CDC for a 504 loan;

(c) An Intermediary for aMicroloan; or

(d) SBA for adirect loan.

a Which SBA Office Processes Applications

(@) Lenders should generdly file 7(a) loan gpplications with the SBA office located
in the territory where the business has its headquarters. The CDCs should
generdly file 504 gpplications with the SBA office located in the territory where
the project islocated. If the participant isin another territory, the offices
involved must work out a satisfactory arrangement, provided the lender has
servicing capacity where the businessislocated. In any event, the lender must
satisfy SBA that it can service the account prudently. [If it can not, the gpplicant
must select another participant. Lenders may not assess additiona fees because

Effective: 12-01-97
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sarvicing cods increase as aresult of their distance from the borrower.

2 If two didrict offices cannot agree on which office will process and/or service
the loan, the matter will be referred to the Director, Office of Loan Programs at
Headquarters.

3 Y ou must render assistance to applicants filing applicationsin SBA offices
outsde the territory your office serves. Thisincludes counsding, reviewing an
gpplication for completeness, and forwarding the gpplication to the appropriate
field office for formal acceptance and processing.

b. Processing Two Applications From Two Lenders

Once SBA accepts an gpplication for processing, you cannot accept another lender's
goplication for the same loan until find action has been taken on the firdt request. After
we have authorized aloan, we cannot accept another request for the same loan until the
firgt loan'sinitid disoursement period has expired without any disbursements on the
loan. Exceptions may occur when the participant provides written permission to:

@ Trandfer the SBA |oan authorization to another lender so long as the second
lender a0 provides written notice of its willingness to take responsbility for the
loan; or

2 Cancd itsloan.

Effective: 12-01-97
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Our responghilitiesto our lending partners and to smdl business applicants make this
policy necessary. These procedures are intended to restrict applicants or packagers
from smultaneoudy shopping their credit request with multiple lenders and the
submission of multiple applications to one or more SBA offices under one or more loan
ddivery programs. This practice causes redundant and unnecessary work for both the
lender and SBA personnd.

However, lenders must not be able to prevent applicants from obtaining financing from
other lenders for an extended period. For this reason, the establishment of theinitid
disbursement period is important.

Theinitid disbursement must occur within 3 months of the Authorization/Approva date.

Fina disbursement must occur within 12 months of approva. One exception to these
parameters would be where the loan's purpose is to provide permanent financing to a
congruction project that isincomplete at time of application and where moretimeis
needed before the interim construction loan can be paid off.

No lender can approve an extension to theinitid disbursement period past 6 months or
fina disbursement period past 12 months without the concurrence of the applicant and
notification to SBA. To dlow unilaterd extensons could unfairly prevent applicants
from being able to go to dternative lenders after areasonable time to arrange a
workable solution (between the gpplicant and their lender) has lapsed. All lenders must
obtain SBA concurrence to any request for an extension to the disbursement process
except extensions provided on loans originaly processed under PLP or equivaent
procedures. When an extension is provided on aloan processed under PLP or
equivaent procedures, the lender (or CDC) must inform SBA of the extenson within 10
busnessdays. All lenders must maintain a copy of the applicants request for any
dishursement period extensonsin ther files.

Extenson of theinitid disbursement period does not automaticaly extend the find
disbursement period. This policy applies whether the issued Authorization is under the
504 Loan program or the 7(a) loan program.

For additiona information on disbursement periods, see Subpart A, Chapter 5,
Paragraph 6h.

Effective: 12-01-00
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4.  CONTENTSOF BUSINESSLOAN APPLICATIONS

.120.191 The contentsof a businessloan application.

For most businessloans, SBA requiresthat an application for a businessloan contain, among other
things, a description of the history and natur e of the business, the amount and pur pose of the loan, the
collateral offered for theloan, current financial statements, historical financial statements(or tax returns
if appropriate) for the past threeyears, IRStax verification, and a business plan, when applicable.

Personal historiesand financial statementswill berequired from principals of the applicant (and the
Operating Company, if applicable).

Use the gandard definition of "Principd,” plus dl guarantors, for these forms, unless otherwise
Specified.

Field offices must keep one copy of each application and al supporting documents. Each
application must be complete and stand on its own. SBA does not use the applicant's
information from existing loan files to process new |loan requests. The gpplication and all
supporting exhibits must be sgned and dated. SBA does not need |oan documents with original
sSignatures to process loan applications.

Lenders mudt retain one set of application documents with origind Sgnatures. These documents
must be available for review by SBA upon request and must be provided whenever SBA takes
over sarvicing.  The following formsfinformation should be included:

a SBA Form 4 and 4-1 for 7(a) OR SBA Form 1244, Parts A, B, & C For 504

Except for specia programs where use of different form(s) is specificaly authorized, dl
7(a) applications must be submitted on SBA Form 4, "Application for Business Loan,"
and SBA Form 4-1, "Lender's Application for Guaranty or Participation.” All 504
gpplications must be submitted on SBA Form 1244, "Application for Section 502/504
Loan."

Y ou must work with participants to make sure that they know how to appropriately
complete page two of SBA Form 4-1. If the lender properly analyzes the loan, you only
have to complete the recommendation block. If a participant has difficulty properly
completing page two of Form 4-1, you must not recommend it for the Certified Lender
Program (CLP) or the Preferred Lender Program (PLP).

Applicants should aso be given SBA Form 641, "Request for Counsding,” but
execution and return of thisform is optiond.

Effective: 12-01-00
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b. SBA Form 4, Schedule A 7(a) (Use of SBA Form Optional)

When the collatera for a 7(a) loan condsts of: (@) Land & Building;

(b) Machinery & Equipment; (c) Furniture & Fixtures, (d) Accounts Recelvables; (€)
Inventory; (f) or Other Asts, the applicant must provide an itemized lit that contains
serid and identification numbersfor dl articles that had an origind vaue greater than
$500.00. The SBA Form 4 Schedule A, "Schedule of Callateral" is an acceptable
format to provide this information. The applicant may use thisform or any other format
that will provide the equivdent amount of information.

If an applicant requests achangein the collatera prior to disbursement of an approved
loan and the lender is agreeable, the lender should immediatdly submit the request to
SBA. The request must incdlude judtification for the change and pertinent data on any
subdtitute collaterd being offered.

C. Statements Required By Laws and Executive Orders

Y ou must not accept an application for processing without proper execution of the
"Statements Required by Laws and Executive Orders' form which is part of Form 4 for
7 (@) loans processed under Standard, CLP and PL P procedures, Form 4-L for 7(a)
loans processed under LowDoc procedures, Form 1919 for 7(a) loans processed
under SBAEXpress procedures, and Form 1244 for |oans processed under 504
procedures. The principas of the business, as well as every guarantor must sgn this
form and receive a copy for their files. The participant must obtain and provide to SBA
the appropriate certification that the form has been recelved and read. This procedure
must be followed even if the loan is screened out or declined. The use of SBA formsis
required for compliance with this paragraph.

Required sgnatories includes the key individuas connected with the gpplicant firm such
as. the proprietor, each genera partner, each limited partner owning 20 percent or more
of the business, and each guarantor, corporate officer, director, stockholders with 20
percent or more ownership of the applicant and their respective owner spouses. The
participant shdl retain acopy of the fully executed " Statements' form.

Effective: 12-01-00
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d. SBA Form 912, "Statement of Persona History" (SBA Form Required)

(@) Definitions

(@

"Subject Individuas': The persons who must complete an SBA Form

Note:

912 are described within the Form. Subject individuds include: The
proprietor if the applicant concern is a sole proprietorship; Each partner
if the applicant concern is a partnership; and if the applicant concernisa
Corporation - Each officer, director, and holder of 20 percent of more
of the voting stock. In addition any person who can speak for and/or
commit the applicant concern must complete an SBA Form 912

"Officers' include the president, first tier vice presdents, secretary, and

(b)

treasurer or chief financid officer.

"Sngle Offensg': Any one crimind arrest or conviction.

(©

"Minor Offensg": Any crimind offense dlassfied as a misdemeanor

(d)

according to loca law or by the jurisdiction authorized to judoeiit.

"Remotein Time': The occurrence of the offense and all related activity

(e)

(e.q., payment of fines, related probation, parole, etc.) concluded more
than 10 years prior to the date of the SBA application.

"Saverd Minor Offensss': No more than three criminad misdemeanor

(f)

arrests or convictions (whether at one time or separately).

"012": The SBA Form 912, ak/a" Statement of Personal History" form

Effective: 12-01-00

and any other SBA form which ask the loan applicants who apply under
non-standard procedures the same three character questions they
would be asked if they completed a Form 912. Examplesinclude
Section D of SBA Form 4-L, "Application for SBA LowDoc Loan,"
and questions 1 through 3 on the SBA Form 1919, "SBAEXpress
Borrower Information Form."
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(¢)
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"Character Evduation": ak/a Name Check - The process of

determining if the Federd Bureau of |nvestigations (FBI) has any record
of crimind activity on anindividud. This process does not include any
crimina background check with state or loca authorities.

A character evduation/name check is the minimum requirement that

must be met any time there is any affirmative response to a character
question, regardless of when the offense took place and even if the 912
has been cleared for processing by afield office or LDPC.

A character evaluation/name check is requested by waiving the

(h)

fingerprint requirement and submitting the 912 to OIG/OSO with the
box requesting a character evauation checked.

"Fingerprint Check™: The process of determining if an individua has any

crimina record with Federa, state and loca law enforcement officias.

A fingerprint check is mandatory for any felony, regardless of when the

offense occurred. To conduct a fingerprint check, the subject individua
must complete a Fingerprint Card, FD 258 (FD 258).

"Character/Name Check Review": Thereview made after the

()

information from a character evauation/name check isreceived to
determine whether to: obtain additiond information (as can be done
with a Fingerprint check); put aloan that was cleared for processing on
hold;_continue to maintain aloan that was dready on hold status, or
permit processing and disbursement to continue.

"Forma Character Determination:” The determination by OFA after it

Effective: 12-01-00

has received the reaults of the fingerprint check to ether permit or
prevent aloan that should aready be on hold status to be processed or
dishursed. It is dso the determination made by OFA, after it receives
any additiond information from the fidd on whether, to permanently
prevent any further disbursements of aloan put on hold by OFA asa
result of a character evduation/name check. This determination is made
after reviewing information provided by the subject on their 912 and
from the data gathered during the fingerprint check.
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"Loca Clearance Officd:" The highest ranking officid of the financing

or economic development function within the processing digtrict office,
and for loans processed under LowDoc procedures, the LowDoc
Processing Center's (LDPC) Director. This person must dso have
supervisory respongbility over the personng who recommend action on
request for financid assistance. This person is usudly referred to asthe
Assgant Digrict Director for Economic Development (ADD/ED) or
Supervisory Economic Development Specidist (Supervisory EDS).

The loca clearance officid is not necessarily synonymous with

approving officid. It does not refer to anyone who may have authority
to approve loans such as Team Leaders or Supervisory Loan
Specialigs, unless these persons dso have supervisory responsibility.

Persons acting for the ADD/ED or Supervisory EDS may peform the

()

functions of the Loca Clearance Officia providing they perform the
Clearance Officid'srole only while officidly sarving in an acting
capecity.

"The three character questions;" Questions which every subject

individua must answer:

(D Are you presently under indictment, on parole or probation?

(2) Have you ever been charged with or arrested for any crimind

offenses, other than minor motor vehicle violations?

(3) Have you ever been convicted, placed in apretrial diversion, or

placed on any form of probation, including adjudication
withheld pending probation, for any crimina offense, other than
minor motor vehicle violations?

These three questions are sometimes referred to as the character

Effective: 12-01-00

questions or as questions 6, 7, and 8 of the 912. Thisis because: (1)
they are the key character questions SBA ask of each subject
individual, and (2) on the SBA Form 912 they appear as questions 6, 7,
and 8.
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(m) "OIG/OSO" The Office of Inspector Generd, Office of Security

(2)

Operations (OIG/OS0), Small Business Administration, 409 3 Street,
SW, Suite 5600, Washington, DC 204186.

The Agency requires that every individua who is subject to the 912

(©)

requirements be of good character. L oan processors must reasonably confirm
an applicant's honesty, responsbility, and determination to succeed.

The completion of an SBA Form 912 by each subject individud is part of the

(4)

character determination process. Every subject individud is required to
complete the 912, which includes the answering of the three character

questions.

SBA uses the responses from these questions to help make the character

determination. These questions provide information on an individua's
background. They reveal data about employment, crimina activity, and
Government involvement.

Everyone completing a 912 must answer each question fully, giving al details

©)

about any affirmative response. An affirmative response isrequired even
when therecord is supposedly sealed, expunged or otherwise
unavailable. The 912 information is private and confidential. Exceptionsto or
waivers of thispolicy are not permitted.

If every subject individua answers each of the three character questions with a

(6)

negative response, pProcessing may commence.

If at least one subject individua answers at least one of the three character

questions with a podtive response, the following series of actions has to occur:

(a) The existence of an affirmative response must be brought to the

attention of the Clearance Officia before processing commences.

(b) A complete understanding of the reason(s) for the affirmative response

Effective: 12-01-00

must be obtained (if not dready provided). When necessary for aclear
understanding, the loan officer must obtain additiona written
clarification. Theloan officer must not accept or rely upon verbd
information.
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(o) A Character Evauation, alk/aname check must be ordered; and

(d) The applications must not be processed under PLP, CLP,
SBAEXxpress, ALP, or PCLP procedures.

(7) Decisons Available to the Loca Clearance Officid When Handling An

Affirmative 912

(a) Clear the 912 to permit processng, which dso meanstheloanis
cleared to be approved and disbursed. This can only be doneif the
requirements of subparagraph 4.d.(10) of this paragraph are complied
with;

(b) Place the processing of the application on hold for further investigation;
or

(c) Decline the application citing, "Lack of reasonable assurance that
applicant will comply with the terms of the loan agreement.”

(8) When Choosing Paragraph 7(a) above:

(a) It is understood that the subject individua's reason for providing an
affirmative response was for other than afdony.

(b) The Loca Clearance Officid understands that processing could lead to
approval, and approva could lead to disbursement. Clearing an
application with an affirmative 912 for processing is the same as dearing
an application with an affirmative 912 for disbursement.

(c) A Character Evaluation/name check must be requested. This means the
processing office must send a copy of the 912 OIG/OSO. The origind
912 mugt be kept in the loan casefiles.

(d) The requirement for afingerprint check must be waived by the

Clearance Officidl.

To waive fingerprints, make the appropriate notation in blocks #10 and

Effective: 12-01-00

11 on the SBA Form 912 or block D5V on SBA Form 4-L.
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When the fidd office clears the 912 and the FBI Name Check

(f)

corroborates the information on the 912, OIG/OSO will advisethe fidd
office that no new information was received from the FBI. OIG/OSO
will not advise the fidld office of the finding if referring the matter to the
AA/FA or desgnee. The AA/FA or desgnee will make dl notifications
except those indicated above. OIG/OSO sends information to the
AA/FA or designee when (1) the FBI Name Check results contradict
what the individual disclosed on the 912 regarding crimind_history, or
(2) the disclosed crimind_higtory raises a question about the character
of theindividua, even when corroborated by the FBI Name Check.
The AA/FA or designee can overrule the clearance by the fidd officein
ather Studion.

When the fidd office clears the 912 but the name check discloses a

9)

contradiction from the information on the 912, OIG/OSO refers the
matter to the AA/FA or designee for a decision on the continuance of
processing and disbursement, i.e,, the AA/FA or designee can overrule
the clearance by the fidd office. The AA/FA or designee has sole
discretion in requiring suspension of loan processing or disbursement
and in requiring afingerprint check of theinvolved individudl.

When Choosing Paragraph 7(b) above:

(@

A fingerprint check must be required meaning the subject individud who

(b)

answvered at least one of the character questions in the affirmative must
complete an FD 258 form; or

A Character Evauation/Name Check must be required - follow the

(10)

instructions specified in paragraph 8(c).

Limitations on Clearing a 912 for Processing:

The Loca Clearance Officid may only clear the 912 for processing and waive

the fingerprint reguirement when the subject's affirmative activity megts the

following Stuations.

(@

A Single Minor Offense within the last 10 years, or

(b)

Severd Minor Offenses Remote in Time; or

Effective: 12-01-00
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(c) A Prior Offense that was cleared by the AA/FA or designeeon a
previous application where no other offenses has occurred since the
previous application was cleared by the AA/FA or designee.

NOTE Only the AA/FA or Designee may authorize the field to process and
subsequently disburse aloan when the Form 912 is not cleared by the
fidd office.

(11) Ramifications of Requesting a Character Evauation/Name Check:

When a912 is sent to the OIG/OSO for a Character Evaluation/Name Check,
the application may have been either cleared for processing (and disbursement)
or placed on hold pending the outcome of the Evauation/Name Check. The
FBI will provide OIG/OSO with thar findings. For 912s cleared by afidd
office, OIG/OSO will natify the appropriate fidd office when no new findings
were received from the FBI, or they will forward any findingsthat are
contradictory to the disclosed criminal history to the AA/FA or designee
for disposition. OIG/OSO will dso refer any 912 to the AA/FA or designee
when the criminal_history raises a question about the individud's character, or
the 912 was not cleared by the fidd office.

If additiond crimina activity is uncovered, it will be provided to the AA/FA or
designee who will notify the processing office that an adverse condition exigts.
As such, if processing was on hold it shdl remain on hold and afingerprint
check shdl be required. If theloan was aready processed and approved so
that it is now in apodtion to be disbursed, the lender shall be natified of the
adverse change and told to cease disbursement of the loan.

If the loan is @ther partidly or fully disbursed by the time the lender istold to
cease dishursements, a report on the gatus of the loan shal be sent to the
AA/FA from the Loca Clearance Officid. For loansthat are partidly
disbursed, the report will include an opinion and recommendation from the
lender and processing office on the likelihood of ultimate repayment if further
dishursements are not permitted.

Effective: 12-01-00
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When the lender or CDC (as appropriate) has not already done so, the field

(13)

office must submit two copies of al 912swith an "AFFIRMATIVE" response
to Office of Inspector General, Office of Security Operations (OlG/OS0),
Small Business Administration, 409 3° Street, SW, Suite 5600, Washington,
DC 20416. The originds must be kept in the loan casefiles.

Form FD 258 must be completed and submitted by the individua when a

(14)

fingerprint check is required. Loca law enforcement agencies will usudly assst
the individud with the fingerprinting. The individua is regpongble for providing
alegible st of fingerprints.

When a 912 is sent to the O1G/OSO, SBA and lender personnel must not

make a statement of any kind to anyone outside the SBA or the lender about
action being taken regarding the information submitted. Exceptions are
permitted only to comply with the provisions of the Privacy Act. (See SOP 40
04).

01. When must aloan officer submit a SBA Form 912 and afingerprint

card, FD 258, for clearance?

Al. Immediately upon receipt of both documents, pages 2 and 3 of the

appropriate 912 with an affirmative response and related FD 258s
(unless waived) must be submitted to the OIG/OSO. Clearance for
processing, approva, and disbursement or waiver of fingerprints does
not void this requirement.

When aFD 258 is submitted or aname check and character evaluation

is requested, processing or disbursement must stop until the AA/FA or
designee authorizes continuance. FD 258 forms are available from
SBA fidd offices.

The individud must supply legible prints acceptable to the FBI on a

form FD 258. The appropriate office identification code number and
the name of the business applicant must be written on the back of the
cad ("SBA Office ID 1234" and "The XY Z Company, Inc.").

Note in block # 10 of the SBA Form 912 and the copies forwarded to

Effective: 12-01-00

OIG/OS0O that "Fingerprint card forwarded to OIG/OSO on (date)."
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Why must the SBA Form 912 and FD 258s be submitted for

A2

clearance?

These forms must be submitted to assis in the character determination.

Q3.

They provide the necessary information and authorization to investigate
past and current crimind activity through police agencies such asthe
FBI.

What would be an appropriate way to handle a case where an

A3.

individud discloses that he or she was arrested and charged with a
crime, but the charges were subsequently dropped?

Thelocd dearance officid could clear the loan for processing and

Q4.

reguire a character evaluation which isthe same as an FBI Name
Check. Sincethe name check is usudly completed in less than two
weeks, the results would most likely be known before any disbursement
would occur. |f the name check turned up any additiond crimind
activities, an adverse condition would exist and disbursement would
have to be hated.

Is clearance of the 912 to enable processing of an application required

A4.

as a condition to waive the fingerprint requirement?

No, the fingerprint requirement may be waived for a misdemeanor

without clearing the 912. The approving officia may do this on a case-
by-case bass when crimind activity other than afdony is reported but
must exercise prudent discretion.

The approving officid MUST NOT clear a912 or waive the FD-258

Q5.

fingerprint requirement when afdony is reported.

What should be done when the accuracy of the responses are suspect?

A5.

The loan officer must require completion of FD 258 and submit it to

Q6.

OIG/OSO with the 912 for a determination.

What if the loan officer receives adverse information from sources other

AG.

than the 9127

Send a memo with the 912 to the OIG/OSO.

Effective: 12-01-00
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Q7. How soon should 912s and FD 258s be submitted?

A7. Assoon asa912 with apostive regponseis received, SBA fidd offices
must send the 912 and related FD 258 (if not waived) to the
OIG/OSO. This minimizes ddays in processng, making the credit
decison, and dishursing loan proceeds.

08. How do you waive the fingerprint requirement?

A8.  Make the appropriate notation in blocks #10 and #11 on the SBA

Effective: 12-01-00

Form 912 or check block D5V on SBA Form 4-L.
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e Business Financid Statements (Required, Applicant Uses Own Forms)

All SBA loan gpplications require financid statements on the gpplicant firm, including the
balance sheets, reconciliation of net worth, and profit and loss satements for the 3 most
recently completed fiscal years. In addition, these statements need to be current to
within 90 days of the dete of gpplication. Therefore, if the most recent fiscal year end is
more than 90 days from SBA's application receipt date, interim statements have to be
prepared. A businessthat has not commenced operationsis exempt from this
requirement. In addition, adebt schedule and an aging of accounts receivable and
accounts payable must accompany the application. Agings are summaries of the status
of the accounts rather than a detailed status of each individua account.

Upon receipt of aloan package, the loan specidist shal evaduate the qudity of the
financid statements. Y ou must not rely on poor quaity statements (such as statements
with inaccuracies or which you believe unrdiable), especidly when the loan request is
large (more than $150,000). Also, see SOP 50-11. To determine the applicant's
financid condition, require that the gpplicant:

(D Submit one or more income tax returns to confirm the veracity of satements
submitted; or

(2) Obtain verification (from independent accountants or appraisers) of any
questionable items prior to disbursement; or

(3) Submit satements by an independent public accountant before processing the
package.

All financid statements must be signed and dated by the proprietor, a partner, or an
authorized officer of the gpplicant unlessthey are prepared by an outside accountant
and properly certified. Qudified statements are not considered properly certified. Itis
not necessary for every page to be signed and dated.

Accurate credit analyss depends upon accurate financid statements. When the existing
satements are questionable, you may require that their quality be upgraded. This
upgrade can range from Compiled, Reviewed, or Audited statements, depending upon
the business and credit needs under review.

Note Inorder for you to properly anadyze this data, dl financid statements must be as
of the same date as the baance sheet(s) used to perform the financid analyss
and to develop the pro forma balance shest.

All current financid data should be as of the same date.

Effective: 12-01-00
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Additiona financid data, such as earnings projections and/or cash flow statements, may
be necessary for certain applications. Thisis especidly true for new businesses just
darting or existing businesses planning magor changes in their operations aswell asfor
gpplicants applying for a Contract CAPLines loan. In addition, the depreciation
schedule from an gpplicant's tax returns may be useful in determining fixed asset vaues.

Sdected financid statements are aso required from the sdller of assets or abusinessto
the gpplicant when the andysis of repayment is dependent on how well these assets or
this business preformed for the seller. Financia statements from the sdller of assetsto
the applicant are not required when the analysis of repayment for the proposed loan is
not dependent on historica performance.

When the gpplicant is acquiring assets that transfers the operation associated with the
assets from the seller to the gpplicant, repayment will be either fully or partidly be
dependent on how well these assets historically performed for the sdler. Under such
circumstances, the financid statements (balance sheet and profit and loss) on these
operations while under the control of the seller need to be included as part of the
application submisson. If the applicant is acquiring assets and there will be no transfer
of the operation associated with the assets or business, no financid statements will not
be required from the sdller. Further discussion of these factors can be found in Subpart
B, Chapter 1, Paragraph 3.

Tax Return Reguirements - Including Verification

Itis SBA's palicy to require higtoricd financid statements on al gpplications from
exising businesses. Federd tax returns are acceptable financial statements, unless they
are from a sole proprietor, in which case a baance sheet will also need to be prepared.

However, submission of photocopies of Federal income tax returnsis not an Agency
requirement.

The financid information submitted will be relied upon for the credit andyss of the
gpplication. Whether the type of financid statements submitted are compiled, reviewed,
audited, or Federd income tax returns, their accuracy is essentid to the quality of
andysis provided the application. Therefore, SBA has established policy that the
financiad statements of the gpplicant concern shdl be verified. The process of
conducting this verification is known as the tax verification process. Its purposeisto
verify the accuracy of the financid information, not necessarily the tax returns, being
submitted with each gpplication.

Effective: 01-29-99
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Q2.
A2,

Q3.
A3.

Effective: 01-29-99

SOP 50-10(4)(B)
Why was this policy initiated?

Discrepancies between tax returns and financid statements submitted with loan
gpplications led to the establishment of this policy in order to detect and deter
the submission of fraudulent financia data. The verification process gives us
information on the extent of this problem while dlowing us to verify the financid
information being submitted.

Is this policy mandatory?

Y es, the accuracy of the annud financid statements relied upon in making a
credit decison that repayment exist must be verified through the tax verification
process. This meansthat the annud financid Satements of al existing small
business gpplicants and the financid statements from gpplicants who will use
loan proceeds to acquire agoing concern as part of achange of ownership
Stuation must be verified. See Subpart B, chapter 1, paragraph 3(c)(1) for
more information on the acquisition of a going concern.

The tax verification process is not gpplicable for new businesses, snce there are
no higtorical financia statements, or when proceeds are used to acquire assets
from another businesses where the prior performance of these assets will not be
relied upon to demondtrate repayment. However, the financial statements of the
sdler have to be verified when these satements will be relied upon to
demonstrate repayment.

Are tax returns required?

Tax returns are not required to be submitted with every loan application.
However, they are an acceptable format for the required profit & loss
datements. Aswith the andysis of any financid data, consderation must first
be given to the perceived accuracy of the data being andyzed. If submitted
information is sgnificantly out of line with industry norms, the company's own
operating history, or the persond experience of the analys, the data itsef must
be questioned.

Care must dways be taken in ensure the veracity of submitted data. SBA

expects participants and loan packagers to exercise the same prudent behavior

that we usein assessing the financid risk of each loan gpplication. The IRS

income tax return transcripts must be obtained for al requests for SBA financid

assigance to verify the financia information submitted except:

1 When the applicant isfor a start-up business, since there are no
business tax returnsto verify.
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2. When asubstantia (20 percent or more) portion of the proceeds will be
used to acquire assets from another business AND the operations of the
sdling business are not dtered PLUS the repayment of the loan is not
based on the higtorical performance of these assets, financia statements
from the sdlling business are not required and these statements do not
need to be verified.

In these cases, the value of the assets will be determined by an appraisal
rather than areview of the historical performance of the business.

Q4.  How will we verify thefinancid datathrough IRS?

A4. ThelRSisordinarily prohibited from disclosng information on individuas or
businesses. Accessto alimited amount of information is available to SBA
because loan applicants are required to execute "Request for Copy or
Transcript of Tax Form," IRS Form 4506 (or such other form as IRS may
designate). Using thisform, the lender requests atranscript, NOT A COPY of
the tax form. For sole proprietorships IRS provides a computer-generated
transcript of these returns (1040 and related schedules).

A transcript isaline by line summary of atax return, reflecting data from the
IRS Form 1040, Schedule C, and other schedules. For partnerships and
corporations IRS sends aform letter which contains certain limited financid data
on the business concern.

Q5. What isthe IRS verification procedure?

A5.  Lenders must require an applicant to execute an IRS Form 4506 (which should
be noted " SBA" at the top center of the form) as soon as the gpplicant
gppears likdy to submit aloan application. The lender must immediately send
this form to the gppropriate IRS office with indructions in a cover letter to
return the requested information to the lender. IRS tries to respond within 10
busness days.

Effective: 01-29-99
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Q6.

AG.

Q7.
AT.

Q8.
AS8.

Qo.

A9.

Effective: 01-29-99
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Lenders must compare responses in the financid statements submitted in
support of the gpplication prior to any disbursement. If asignificant discrepancy
exigs, the lender must notify SBA and not disburse any loan proceeds until the
discrepancy isresolved. The lender may inform the applicant that SBA halted
disbursement pending itsinvestigation of an adverse change but may not refer to
the IRS verification.

Without natifying the gpplicant, SBA must refer sgnificant discrepanciesto the
Office of Inspector Generd (OIG) with acopy to the D/OLP. If adiscrepancy
is not resolved, the loan must be canceled due to an adverse change. The
cancellation letter must clearly sate that the reason for cancdlation isthe
gppearance of discrepancies between financia data submitted with the
gpplication and that received from IRS. The fied office may, a the discretion
of the supervisor of the finance function, inform the applicant that the metter has
been referred to the OIG for evaluation. Datareceived from the IRS becomes
part of the loan casefile.

What happensiif alender disburses aloan before receiving aresponse or, after
receiving aresponse, before a discrepancy is resolved without prior approval
from SBA?

The lender runsthe risk that SBA may deny ligbility on its guarantee.

Is an exception to or waiver of the policy possible?

The AA/FA or designee may grant either, but afull explanation of the
circumstances is necessary.

To where do lenders submit IRS 4506s for sole proprietorships?

Photocopy Units a IRS Service Centers provide data from the IRS Form 1040
and related schedules for sole proprietorships for specific geographic areas
basad on the location of the business.

To where do lenders submit IRS Form 4506s for partnerships and
corporations?

The IRS didrict offices provide information on these types of business
organizations according to the geographic location of the business.
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SOP 50-10(4)(B)
Q10. May | disclose any of the tax return information to other parties?

A10. Youmay discusstax return information with the lender or anyone else only for
loan andlysis purposes or any other officid business. The SBA employees and
lenders are subject to crimind and civil pendties for willful, unauthorized
disclosure of tax return information.

Q11. Isthere any cost associated with obtaining atranscript from IRS?
All. No.
Q12. How does one refer discrepancies to the Office of Inspector Genera (O1G)?

Al12. Cadl the OIG FRAUD LINE at 1(800) 767-0385 (Toll Free) or mall
complaints or fraud cases to:

Smdl Busness Adminigration
Office of Ingpector Generd
Invedtigations Divison
Mail Code: 4113
409 3rd Street, SW
Washington, DC 20416

Persona Financid Statement (Reguired, Use of SBA Form Optional)

"Principd" in this section does not include officers with less than 5 percent ownership.

Persond financia statements are required from a proprietor, each generd partner, each
limited partner owning 20 percent or more of a business, each owner of 20 percent or
more of a business, each officer, and each guarantor. We may require financia
gtatements from owners of less than 20 percent if we will require their guaranty. Since
the use of persona resources may not be waived for owners of 20 percent or more of a
business (except for an SBIC if it is prohibited by SBA rules and policies from
increasing itsinvestment in that business), the requirement for who must submit persond
financid statements cannot be waived. SBA Form 413, "Persond Financia Statement,”
is generdly used for this purpose, but other forms are acceptable if they are current
(within 90 days of the gpplication) and provide adequate information. All persond
financid statements must be signed and dated.

Effective: 01-29-99
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Q1. Do persond financid statements or tax returns have to be verified?

Al. No. The verification process assst the analyst to know the accuracy of the
financid datato be relied upon for showing repayment. Since repayment does
not come form the persond resources of the principas, their financia statements
do not need to be verified.

Effective: 01-29-99
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h. Representatives Fees and Compensation (SBA Form 159 Required)

The applicant must furnish SBA the names of dl representatives engaged in connection
with obtaining financid assstance. Applicants must report al fees of these
representatives on SBA Form 159 "Compensation Agreement”.

An applicant does not have to employ an outside representative in connection with a
loan application. However, if an gpplicant employs a representetive, the fee paid must
bear areasonable relationship to the services actudly performed. The SBA does not
alow contingency fees (fees paid only if the loan is gpproved) or charges for services
which are not reasonably necessary in connection with an gpplication. The SBA dso
does not permit fees for the use or atempted use of influence to obtain an SBA loan, or
fees based on a percentage of the gpproved loan, unless the percentage results in afee
that generaly would be acceptable. The SBA alows referrd fees when an gpplicant
employs or contracts with areferra agent. A lender may not collect areferrd fee
payable by it to athird party from the applicant. A CDC may collect areferrd feeona
504 loan from the third party lender if it secur es the lender for the smdl business
concern under awritten contract. The small business concern cannot pay thisfee.
(Refer to 13 CFR .120.926.) If acomplaint is made regarding fees, the FD Chief or
designee determines whether the fee is reasonable (except for legd fees which are
referred to Digtrict Counsel for a determination).

I. Cetification Regarding Debarment (SBA Form 1623/1624 Required)

Executive Order 12549 requires agencies in the executive branch of the Federa
Government to participate in a Government-wide system for " non-procurement
debarment and suspension.” Debarment or suspension of a person or entity by any
participating agency or executive department in connection with a non-procurement
transaction or under non-procurement debarment regulations precludes financid and
non-financia assstance from SBA. Debarment regulations are included in 13 CFR Part
145. Debarment language isincluded in SBA Form 1244C, part of the 504 loan
aoplication.

A participating agency, including SBA, may impose debarment for such offenses as
fraud, price fixing, bid rigging, illegd dlocation of customers, embezzlement, theft,
bribery, fasfication of records, making fase satements or clams, receiving stolen
property, or commission of an offense indicating alack of busnessintegrity. Report
information concerning a cause for SBA to debar or suspend through channels to the
AA/FA who is the debarment officid.

Effective: 12-01-00
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SOP 50-10(4)(B)

Definition of Participants
0] Primary-Tier participants are those dedling directly with SBA such as

(i)

participating lenders and direct loan gpplicants. The field office must
retain an executed SBA Form 1623, " Certification Regarding
Debarment, Suspension, and Other Responsibility Matters - Primary
Covered Transactions" in each exigting lender'sfile. New lenders must
submit an executed SBA Form 1623 a the time they submit the blanket
guaranty form. Thisisaone-time submisson. When aparticipant isre-
certified for any particular program (from CLP to PLP for instance), a
new SBA Form 1623 is not needed unless there has been an ownership
reorganization since the lagt 1623 was submitted. Applicants for direct
loans must submit an SBA Form 1623 with the application package.

Lower-Tier participants are those dedling indirectly with SBA in
transactions arising out of a primary-tier transaction, such as applicants
of SBA guaranteeloans. Loan gpplicants must submit an SBA Form
1624 (Lower Tier Covered Transactions) to the participant with the
loan gpplication. The SBA has no obligation to receive copies of these
forms. However, afied office may request copies of the form if thereis
reason to believe that alower-tier participant has been debarred or
suspended.

Employees of participants are generally not covered by the rule.
However, principas of abusiness are covered by the certification
submitted by that business.

Required SBA Forms 1623 and 1624 must be obtained from CDCs,
participants and applicants. Other lower-tier contractors, such as
appraisers, consultants, accountants and packagers, are not required to
submit certification forms.

Checking the Non-Procurement List

The names of al primary tier participants shal be checked to make sure they

are digible to conduct business with the Federa Government. The Generd
Sarvices Adminigration (GSA) maintains alig of non-digible individuds and
entities. The Ligts of Parties Excluded from Federal Procurement and Non-
procurement Programs is eectronically available through SBA's Home Page at

http//mww.arnet.gov/epls.
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3 Action Where a Debarred or Suspended Person or Entity is Involved

If an gpplicant, an associate, an agent, or any other party to the gpplication is
debarred or suspended, return the application promptly with a letter advising the
gpplicant that regulations prohibit our acceptance of applicationsinvolving a
debarred or suspended entity or person. This action will be a screen-out rather
than aforma decline.

4 Retention of Certification Forms by SBA Fied Offices

Hledl primary-tier certification forms (SBA Form 1623) from lenders with the
loan guaranty agreement (SBA Form 750) in each didtrict office. If the
participant is re-certified under the CLP or PLP programs, file the SBA Form
1623 with SBA Form 1186 (CLP) or SBA Form 1347 (PLP). Keep primary-
tier certifications by direct loan applicantsin the individud loan file, directly
under Form 4. File lower-tier certificationsin the gppropriate loan file, dso
under SBA Form 4.

i. Lobbying and Influence Peddling (Forms Reguired as Noted)

Section 319 of Public Law 101-121 prohibits SBA loan beneficiaries from using loan
proceeds to pay any person to influence or attempt to influence a Federa Government
employee in connection with a specific contract, grant, loan, cooperative agreement, or
the extension, continuation, renewa, amendment, or modification of any of these
transactions. The loan recipients must disclose any activity of this type undertaken with
their own funds.

For Guaranty Loans: All participating lenders must complete SBA Form 1846
"Statement for Loan Guarantees and Loan Insurance” for each loan submitted, whether
they interndly keep it on file or provide a copy to SBA.

Direct Loans: For direct |oans more than $150,000, the applicant must complete SBA
Form 1711 "Certification for Contracts, Grants, Loans and Cooperative Agreements’.

Participating lenders and direct loans applicants (for loans more than $150,000 only)
who have undertaken any |obbying activities outlined above must execute Standard
Form LLL, "Disclosure of Lobbying Activities.

Thelobbying language isincluded in SBA Form 1244C, part of the 504 loan
goplication.

Effective: 12-01-00
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5. LOAN DECISION

SOP 50-10(4)(E)

.120.192 Approval or denial.

Applicantsreceive notice of approval or denial by the Lender, CDC, Intermediary, or SBA, asappropriate.
Notice of denial will includethereasons. If aloan isapproved, an Authorization will beissued.

a Approvas/Declines

@)

)

Effective: 12-01-00

Procedure for SBA Loan Officersto Recommend Approva of Loans

0]

(ii)

)

Sign and date the loan report.

For regular applications, prepare adraft of the proposed loan
authorization to accompany the loan report. CLP packages should
contain adraft Authorization from the lender. (Encourage lenders,
especialy CLP lenders, to submit proposed authorizationsin their
packages.) Review the lender's draft for accuracy and completeness
and for any changes which you deem gppropriate.

Discuss any changes to the proposed terms and conditions with the
lender and the gpplicant. Make clear that the discussion does not
represent aloan commitment nor an indication that the loan will be
gpproved. Determine whether third parties agree to any conditionsto
be imposed which will require their agreement.

Route the file to the appropriate reviewer(s).

Role and Responghilities of Reviewers

0]

The officid taking find action certifies, by sgnature, that the loan meets
SBA lending criteriaand dl credit factors are adequately covered in
your loan report.

The reviewer(s) must support any variation from your recommendations
and provide the rationae in the review comments.

Reviewers must Sgn and date the report in the space set asde for this
purpose.
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)

SOP 50-10(4)(B)

Officids taking find action mugt review the authorization for accuracy
and completeness.

All find actions are subject to the availability of funds. A loan is not
goproved until itisfunded. Individud recommendations are not to be
disclosed to lenders or applicants. The decision to approve or decline
isan Agency decison.

The Procedure When Decline of aLoan Is Recommended

0]

(ii)

)

)

To comply with the Equa Credit Opportunity Act, if SBA withdraws or
screens out aloan, you mugt return the application with aletter
explaining in terms the gpplicant can understand why the loan cannot be
approved. If theloan is declined, do not return the application or
supporting documents.

Y ou mugt use aforma dedline letter on dl declines, sgned by the
individua having authority to gpprove or decline theloan. Authority to
sgn screen out and withdrawd letters may be delegated. These do not
condgtitute a decline. 'Y ou must use one or more of the standard coded
reasons for decline, without substantia changes in the wording, in the
decline letter.

In addition, you must explain the standard reasonsin terms that the
goplicant can understand so that it will know what needsto be
overcome for any reconsderation. Otherwise, under provisons of the
Freedom of Information Act, the applicant may be entitled to a copy of
the entire loan report.

Y ou should not make reference in the decline letter to any document
which the Agency does not choose to disclose. An incorporated
reference could be considered public information, forcing SBA to
disclose the entire document to which the reference is made.
Reconsideration rights need to be stated.

If, because of "gplits" or other reasons, the fina decision must be made
by another office, the office which first processes the application will
usualy use only the coded reasons for decline to advise the second
office. Explanations are not to be provided to avoid influencing the
review and andysis of the other office.
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SOP 50-10(4)
Q. Who writes the decline letter?

A. The processing office will write the decline letter in conformity
with the above ingtructions.

Coded Reasons for Dedine

The SBA has established 16 specific reasons for declining aloan application.
Reason 15 (Policy) can include any reason for which policy not specified in any
of the other reasons was the reason for the declination. When an gpplication is
declined, applicants shdl be provided a written explanation, identifying dl of the
stated reasons which apply. These reasons are to be further explained as they
apply to the individud gpplication. Thisletter shdl aso advise the applicant of
ther right to reconsderation and must be sgned by the officid taking the decline
action.

Code Number Reasons for Decline

01. Collatera, consdered dong with other factors, is not deemed sufficient
to protect the interest of the Government.

Note: See Coded Reason 16 also.

02. Lack of reasonable assurance of ability to repay loan (and other
obligations) from earnings.

Note: Usefor exigting businesses.

03. Lack of reasonable assurance that the business can be operated at a
rate of profit sufficient to repay the loan (and other obligations) from

eanings.
Note: Only use for new businesses.

04. Disproportion of (loan requested and of) debts to (tangible) net worth
before and after the loan.

05. I nadequate working capitd after [oan.

06.  Theresult of granting the financia assistance requested would be to
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07.

08.

09.

10.

11.

12.

13.

14.

15.

16.

SOP 50-10(4)
replenish funds distributed to the owner, partners, or shareholders.

Lack of satisfactory evidence that the funds required are not obtainable
without undue hardship through utilization of persond credit or
resources of the (owner) (partners) (shareholders).

The (major portion of the) loan requested would be to refinance existing
indebtedness presently financed (on terms not considered unreasonable)
(through normd lending channdls).

Note: Only use on direct and immediate participation loans.

Credit commensurate with applicant's tangible net worth is dready
being provided on terms considered reasonable.

Gross disproportion between owner's actud investment and the loan
requested.

Lack of reasonable assurance that applicant will comply with the terms
of the loan agreemen.

Unsatisfactory experience on exigting loan.

Economic or physica injury not substantiated.

Not digible - because of Sze.

Not eligible - because of policy reasons.

For loan purposes, after taking into consideration prior liens and
considered dong with other credit factors, the net vaue of the collatera

offered as security is not sufficient to protect the interests of the
Government.

b. Who Has The Authority to Approve or Decline Loans?

Only those individuas with the requisite experience, training, and other qudifications as
determined by the AA/FA or designee may approve or decline loans. Depending on
the personnel Structure of an office, this may include non-supervisory individuas, such
asteam leaders. Certification of loan gpprova authority can be issued only by the
AA/FA or designee.

Effective: 01-29-99
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SOP 50-10(4)(B)
The Rule of Two

A loan may be approved or declined, on the basis of two concurring opinions of
personnel who are appropriately trained, subject to satutory and adminigtrative
authority.

Changes by the Reviewing Officid

If the reviewing officid changes the maturity, loan amount, or terms and
conditions, the case must be treated as a split, unless both are in agreement with
the change.

Decisgons on Splits

Forward the gpplication through the norma chain of command, including acting
personnel when necessary, until two concurring opinions are obtained.

C. Training Required for Authority to Take Officid Action

@

Effective: 01-29-99

Authority to Take Officid Action

Authority to recommend actionsis ametter of policy. Only individuals with the
appropriate knowledge, skills, and abilities necessary to carry out the duties and
respongibilities of a qudified loan processor will be given the authority to
recommend. Completion of the appropriate training required by SBA is
necessary to recommend action on loans.

This section details the training requirements SBA personnel must satisfactorily
complete before being able to officidly make recommendations or take find
action on requests for financial assstance for the Agency's 7(a) and 504
business loan programs.

Officdstaking find action must have completed the gppropriate training for the
authority to recommend and gpprove loans at the branch or didtrict office leve
unlessthe AA/FA or designee waives training requirements.

The regulations provide the generd authority to recommend or gpprove loans.
The AA/FA or designee ddlegates specific authority to individud officids to act
on finance matters by issuance of a " Certificate of Delegation”. Authority to
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recommend or gpprove |oans depends upon the position occupied AND the
training levels of Commercia Credit Andyss (CCA) successfully completed.

The following table ligts the authority which normaly attends each leve of

traning:

Training Level Completed: Authorized Authority For Type Of Action:

Level One- Basc Recommend and approve amounts up to $250,000

(Basic andysis gpplied to less under the regular business, DAL 11, Veterans and

complex cases) 7(a)11 loan programs

Level Two - Intermediate Recommend and gpprove loan amounts up to the

(Basic andysis gpplied to dollar maximums permitted, under the regular

complex cases) business, DAL I, Veteransand 7(a) 11 loan
programs.

Leve Three- Senior (Andysis Recommend and approve loan amounts up to the

of specid program loans & dollar maximums permitted, under dl SBA loan

COCs) programs.

(2 Authority to Take Officia Action When CCA Training Has Not Been Completed.

Branch managers, deputy digtrict directors, and other senior supervisory personnel
who HAVE NOT completed the required training may not take forma action on
loans unless they agree with the senior ED supervisor in the field office who took
officia action.

If they do not agree with the senior ED supervisor taking officid action in thefield
office, they should pass them to the next levd of authority with their comments.
Senior ED supervisorsinclude deputy district directors, and branch managers who
HAVE successfully completed the required training courses.

Effective: 01-29-99
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d.

Authority of Didrict Directorsto Take Find Action

Didrict directors, including acting Dds, have authority to gpprove loans as follows:

(1) Didrict directorswho HAVE NOT successfully completed any of the three
undergraduate levels of training may take find action to resolve splits only if they
agree with the recommendation of atrained ED supervisor who, acting within the
norma chain of command, has taken officia action on the case. If they do not
agree, they must refer the case to the AA/FA or designee with their comments and
recommendation.

(2) They may not teke officid action as the firdt time reviewer with no intervening
SUpervisory review.

(3) Digtrict directors who HAVE successfully completed Level One (Basic) training
may take fina action to resolve splits within the normd chain of command, choosing
among any of the differing recommendations.

(4) Didgrict directors who HAVE successfully completed al levels of undergraduate
training (Levels One, Two and Three) may take officia action, where warranted, as
the firg-time reviewer with no other intervening supervisory review.

May | Process a Loan Which Exceeds My Authority?

Y ou may participate in processing aloan that exceeds your authority. However, aperson
who is gppropriatdy qualified must recommend the officid action

Who is Authorized to Screen Out or Decline Loans?

The same leve of authority to gpprove loans has the authority to screen out or formally
decline loans.

Can Recommending and/or Approva Authority Be Waived?

Unexpected personnel changes or shortages may necessitate a temporary extension of
authority outside of the rulesin this paragraph. In such cases, the supervisor in the affected
fied office will forward awritten request, in memo or letter form, with gppropriate
judtification for awaiver to the Office of Financial Assstance, Office of Loan Programs.
Requests must be fully judtified in dl cases.

What Information |s Needed When a Walver is Requested?

The request should address the following:

Effective: 12-01-97
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(1) Thelevd of training you are requesting be waived.

(2) Theemployeds cgpabilitiesin performing the processing function to the leve
requested. This should include references to the processing dready being
performed on gpplications of the type for which the waiver will permit which are
now being reviewed an concurred with by other qudified staff.

(3) Ovedl timethe employee has been in processing, including the time and experience
gained by pre-processing loansto the level for which the waiver is sought.

(4) A synopgsof actud performance while in an understudy position, processing cases
which are amilar to the type of casesthat will be processed once awaiver is
provided.

(5) Thejudification for the requested waiver, including the number of equivaent
processing saff with the same level of authority asis being sought.

i. Who Conducts CCA Traning?

The OFA and Office of Training Services (OTS) presently conduct CCA courses.

Thistraining is held across the country to continue the Agency's efforts to enhance the
financiad knowledge of the processing and gpproving staff and to promote consstent and
knowledgeable processing.

Upon satisfactory completion, you will be considered to have met the training requirements
detailed in this paragraph. This permits you to be a recommending or approving officia
under the Agency's "Rule of Two" provision, when combined with appropriate
classfication and job description.

J- May All Employees Teke This Training?

Consdering the budgetary retrictions placed on training, training cannot be provide to
under-qudified employees who are not prepared and inhibit the abilities of the qudified
employeesin atendance. Firgt priority is given to supervisors and individuals assigned to
the processing function. Others ED personnd have the next priority at the discretion of the

Effective: 12-01-97
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Director, OLP.

Nominations of personnd in other divisonsto attend receive consideration at the discretion
of the Director, OLP. The needs of each field office are weighed against those of the other
offices to which atraining session is offered.

k. Can The Courses Be Completed Quickly?

The generd schedule of the CCA coursesis one per year. Loan officers and management
personne should incorporate the lessons of each course into your loan analysis and
decison making for a period of gpproximately one year before taking the next course.
This gives you the opportunity to assmilate the concepts and to become comfortable with
their gpplication before taking the next course.

The practice of individuas taking these three courses on a"crash” basisis not desirable
and should be avoided except in very unusud circumstances. Send requests and
judtifications for accelerated training to the Chief, Loan Policy Branch, for find decisons.

l. What isthe Training for New Employees?

The CCA course seriesis not designed to initiate an employee's loan processing education.
New personnd in the Finance Divison or personne in other divisons, particularly those
with limited experience or training in accounting or credit anadys's, should review SOP 50-
10 and 50-11 and receive direction from the supervisor or an experienced senior loan
officer for gpproximatdly 6 to 12 months prior to attending Level |. Development and
gopropriate supervison of individuds in the financing function is the respongibility of the
supervisory personnd of each fied office, especidly for persons new to the financing
function or in other functions.

During thistime less complex |oan gpplications should be andyzed with a senior loan

officer, having the gppropriate leve of training and authority as cited above, making officid
recommendetions.

m.  Additional Qudlifications Are Needed to Process Loans

Those persons designated to take find action on loan requests must assure that all
personnd involved in the processing of business loan applications are adequately trained,
experienced, and qudlified.

n. Additiona Qudlifications Needed to Recommend/Decide Actions

Each course represents a milestone in an employee's progressive devel opment towards fulll

Effective: 12-01-97
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proficiency. While satisfactory completion of the training coursesis part of the requirement
for obtaining the authority to recommend and approve actions, it is not the only
requirement. In addition to gppropriate SBA training, personnel making recommendations
on requedts for financia assistance must be designated to perform these functions by
personnd action. This designation must be for an employee under a generd schedule
series being classified as an economic development specidist with no lessthan 25 percent
of their duties officidly designated to loan underwriting or aloan specidigt involved in the
finance function.

0. Authority Needed to Take Fina Action on Loans

The authority to take find actions on requedts for financid assstance is aregulatory matter,
as described in the regulations. The delegations of authority detailed in these regulations
are presently under review, but remain as described in the 1996 revision of 13 CFR.

p. Regonghility of Officids Taking Find Action on Credit Decisions

Any inadequacy in theloan analyss or incorrect conditions in the loan authorization of an
goproved loan isthe responghbility of the officid taking find action, aswell asthe
recommending officia. Therefore, supervisors should not place personnd into a position
with recommendation authority unless they have a full understanding of the consegquences
of thisaction.

6. RECONSI DERATION AFTER DENIAL

.120.193 Reconsider ation after denial.

An applicant or borrower may request reconsideration of a declined loan or loan modification request within
6 monthsof denial. Applicantsdeclined dueto an adver se size determination can appeal that determination
under part 121 of thischapter. All others must be submitted to the office that denied the original request.
Toprevail, theapplicant must demonstratethat it has overcome all legitimate reasonsfor denial. Six
months after denial, a new application isrequired. If thereconsideration isdeclined, a second and final
reconsideration may be considered by the Associate Administrator for Financial Assistance (AA/FA), whose
decision isfinal.

The letter which advises the gpplicant of the decline of the origind gpplication must advise the
gpplicant of the right to a reconsideration and the procedure for requesting one.

a Information Needed with Request for Reconsideration

The applicant mugt supply the following for reconsderation of their request:
(1) Thereguest must bein writing and, for guaranty loan gpplications, through the

lender with the lender's concurrence in writing to let SBA know of its continued
willingness to make the loan.

Effective: 12-01-97
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(2 All necessary information up to date, including a current financia Statement which is
less than 90 days old.
(3) A judtification for why the decline should be reconsdered.
Use the "L oan Officer's Report on Reconsideration” (SBA Form 134A) for
reconsideration or SBA Form 4-| if the decline was an informd "screenout” of a guaranty

loan.

b. Who May Take Fina Action on Reconsderations?

Officids authorized to take find action to decline aloan application take fina action on a
reconsderation to approve the loan request. If the decline isto be affirmed, officids at the
next higher leve of authority must take find action.

C. Notify Declinee of Second Reconsideration Rights

The letter which advises the applicant of the decline of the first reconsideration must advise
the applicant of the right to a second reconsideration and the procedure for requesting one.

d. What Are The Procedures for Second Reconsiderations?

The applicant must request a second reconsideration, through the participant, in writing to
the office which declined the loan and the first reconsderation. The declining office will
advise the D/OLP of the second reconsideration request and forward the casefileto
another field office selected by the D/OLP for analysis on apriority basis. Upon
completion, the second field office will forward the case file with its andysis and
recommendation to the D/OLP for fina disposition.

Effective: 12-01-97
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€.

Who Notifies Applicant When Second Reconsderations Are Declined?

The origind field office prepares and issues the letter of decline using the coded reasons
cited by the D/OLP.

Who Prepares The Authorization if Second Reconsideration Approved?

If the fidd office doing the analysis recommends approvd, it will submit a draft
authorization to the D/OLP. The D/OLP, after making any appropriate revisonsto the
draft, will forward it to the origind field office which will issue the find authorization.

7. MODIFICATION OF AUTHORIZATIONS

a

b.

Which Divison Modifies the Authorization When Needed?

Responghility for aloan's adminigtration rests with the Processing or Finance Divison
(FD) until theloanisfully dishursed. After find disbursement respongbility shiftsto the
Savicing Divison. Therefore, until find disbursement, the Finance Divison of Economic
Development (ED) processes any modifications to the terms and conditions of the
authorization. Portfolio Management Divison (PMD) acts on modifications only on fully
disbursed loans. Y ou can use either an SBA Form 327 "Modification or Adminidtretive
Action,” or the 327 samp method providing the incoming letter is not ambiguous on the
action requested or resulting action taken. Notify the lender in writing of any modification
action taken by SBA.

Q. Sncearevolving loan isnot counted as fully disbursed until right before maturity,
does its servicing stays with the Processing Division to maturity?

A. It dependson the time until maturity. If maturity is 12 months or less, theloan can
remain assigned to Processing or be sent to the appropriate service center.
Adminigration of loans with amaturity over 12 months shdl be serviced where dl
other loans approved by the office are sent.

What is the Procedure When the 327 Stamp Method is Used?

Effective: 01-29-99
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If the 327 stamp is used, obtain a written request from the lender that states clearly and
specificaly the action it is requesting. Stamp the front of the lender's letter for
recommendation, approva, comments, sgnatures, and dates. Send a copy of thisletter
with the approva stamp on it to the lender as natification of the action taken and file the
origind in SBA'sfile.

C. Can a Lender's Percentages of Participation on a L. oan be Changed?

On undisbursed loans, SBA may consider an increase or decrease to the percentage of
guaranty upon receipt of written judtification from the lender (including PLP lenders). Such
changes must comply with Agency policy and program congraints.

On dishursed loans, only decreases to the gpplicable percentage of guaranty may be
approved. After initia disbursement, the processing officeislocked out from making
dterations. Such requests should be made to CFO Denver. Requests should include a
copy of the executed 327 action. These changes must comply with SBA policy and
program congtraints.

Q. Doesthe percentage of guaranty change when aloan isincreased from $100,000 or
less to an amount that is more than $100,000?

A. Mot likdy. Reference Subpart A, Chapter 6, paragraph 10, Q& A #6.

d. Can Dishursement Periods Be Extended?

Y ou can extend the disbursement period as many times as necessary, if the loan is not fully
disbursed. The borrower must provide, through the lender, satisfactory justification and
evidence that he needs an extension. 'Y ou must ensure that no adverse change has
occurred, by reviewing current, updated financia statements. Use the concurrence slamp
SBA Form 327 to extend the disbursement period. Extenson of theinitia disbursement
period does not automatically extend the find disbursement date, which must be extended

separately.

e May the Due Date of the Guaranty Fee be Extended?

No, the lender must pay the guaranty fee within 90 days of approval, regardless of whether
the loan has been disbursed or not. The lender is prohibited from obtaining reimbursement

Effective: 01-29-99
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from the applicant/borrower until the initid disbursement has been made. For certain
loans, the guaranty fee must accompany the gpplication. The lender may passthisfee
through to the borrower after the loan is disbursed.

NOTE: The amount initidly disbursed must be substantially more than that needed to cover
the guaranty fee.

May The Guaranty Fee Be Rebated to The Lender?

The SBA can rebate the guaranty fee when alender requests in writing cancellation of the
loan and return of the fee while the loan remains fully undisbursed.  The guaranty fee may
only go to the lender since the fee can not be charged to borrowers until after the first
disbursement.

The SBA will not rebate the guaranty fee on loans for lines of credit (gpprovas usng SBA
Form 750B) which are approved on the terms submitted by the lender. If approvd terms
are substantialy modified by SBA, arebate is permitted upon awritten request received
within 30 days of gpprova to cancd the guaranty and return the fee.

8. LOAN CLOSING FOR LOAN OFFICERS

a

Who Has Responghility for Loan Clogngs?

The SBA counsd monitors the closing and disbursement of dl loans through the find
disbursement.

Participating lenders close 7(a) guaranty loans. The SBA counsd gives guidance to
lenders on loan closing problems.

The CDCs close 504 loans. The SBA counsdl and CDC counsel work together to close
504 |oans as discussed more fully below in subpart H.

What |s The ED Loan Officar's Rolein Loan Closngs?

Y ou should have a generd knowledge of SBA loan closing requirements and be able to
answer procedura questions from banks, CDCs, and other lenders about |oan closings.
You must refer substantive or legd questionsto SBA counsd.

Effective: 01-29-99
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From time to time you will be called on to modify the authorization, review financid
statements for no adverse change determinations and to otherwise assst counsd in the
closng process. The ED loan officers handle actions on loans through the fina
disbursement. After find disbursement, respongbility shiftsto servicing loan officers.

C. What Are The Generad Requirements for Closing alL.oan?

The required documentation to close a 504 loan is covered in subpart H.

The basic documentation required to close a 7(a) loan is.

@
2
3

(4)

)

(6)

The note (SBA form 147)
The persona guaranty (SBA form 148)

The security agreement and UCC financing statementsiif persond property is being
taken as collateral.

The red estate mortgage or deed of trust or other lien instrument if red edtateis
being taken as collaterd.

A resolution of the board of directorsif the borrower is a corporation, or a
certificate as to partnersif the borrower is a partnership.

The SBA form 159, Compensation Agreement, this document discloses fees paid to
borrowers agents for services in connection with the gpplication for and the closing
of the SBA loan. Agents must itemize fees exceeding $1,000.00, showing the
number of hours worked and the hourly rate charged.

Record searches of the Universal Commercid Code (UCC) filings and red edtatefilings
are necessary to establish that SBA. s security interest has the proper lien position.

Effective: 01-29-99
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Prudent lending practice generally requireslegad opinions and, when appropriate, title
insurance when red edtate is taken as collaterd for the loan. Depending on the specific
loan Situation or legal practice in your area, prudent lending practice may require hazardous
wadte opinions, UCC filing opinions and other opinions. If in doubt, consult with or refer
the question to counsd.

d. Closing Reguirements for 7(a) Guaranty Loans

Lenders must use reasonable care in closng SBA guaranteed loans, and must ensure that
the loan funds are disbursed to the correct person and for the authorized purpose. They
must act as reasonably prudent lenders and close SBA guaranteed |oans with the same
degree of care they usein closing their own independent loans.

After the closing, if it occurs within 90 days of the date of approvd, the lender sendsthe
guaranty fee directly to the SBA Denver fiscd office and notifies SBA counsd of the date
and the amount of the first disbursement. The lender submitsto SBA copies of the SBA
159 forms and supporting itemization if the fees reported are more than $1,000.00. After
the loan'sfind disbursement, the lender notifies SBA counsd of the date of the fina
disbursement.

Note Thelender must remit the guaranty feeto SBA within 90 days, whether
disbur sements have taken place or not. No authority existsto modify thisrule or
to extend the due date.

The SBA discourages the use of "escrow™ or "controlled” accounts to disburse SBA loans.
The use of these accounts can lead to a borrower paying substantial interest on fundsto
which it doesn't have access. Use of an escrow of limited duration (not more than 5
business days) to facilitate closing is acceptable. A lender must submit to SBA and SBA
must gpprove in writing alender.s request to use escrow or controlled accounts of any
longer duration.

e What Are The Closing Procedures for a 504 Loan?

Thisis addressed in subpart H.

f. Use of Escrow Accounts for 504 Loans

If ardatively minor portion of the project remains to be completed and delay of the
debenture sale is not warranted, use of an escrow account is permitted. The escrow must
have controls to assure proper use of the loan proceeds and must provide that funds not
disbursed after one year will be gpplied to pay down the first mortgage loan. Subpart H
addresses thisin more detail.

Effective: 12-01-00
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0. CANCELLATION AND REINSTATEMENT OF COMMITMENT

a

What |s The Procedure for Cancding Loans?

Upon receipt of awritten request from the participant, SBA may cancel an approved loan
in accordance with the delegation of authority and the rule of two. If the field office initiates
cancdlation, it should notify the gpplicant by certified mail, return receipt requested, at least
two weeks prior to the proposed cancellation or expiration of the disbursement period.
Cancdllation is warranted if:

(1) Theapplicant or lender hasindicated that it does not intend to utilize the proceeds;
(20 Extensonsarenot judtified or desrable; or

(3) There has been an adverse change.

SBA can approve the cancellation of the guaranty on an undisbursed loan based on a
request from the applicant if the request is accompanied by arequest to cancel from the
participant or more than 6 months has lapsed since approva.

Can Cancded Loans Be Reinstated?

The approving officid or designee that canceled the loan, may reindate the same loan if
there has been no adverse change. The reingatement must be within Sx months of the
date of cancdllation. Updated financid statements may be needed to make this
determination.

Effective: 12-01-00
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10. INCREASESOR ADDITIONAL LOANS

a What Are The Guiddines For Loan Increases?

Only 7(a) loans, under certain conditions. Increases to existing loans require the use of
authorized funds. The Agency earns an additiona guaranty fee when an increaseis
gpproved. The additiond guaranty fee for any increaseis based on the rules for
determining the fee which were in effect at the time the loan was origindly funded, even
though the actud funds used to accomplish the increase will be from the time of funding.
When changes are made to the method of computing the guaranty fee, and because the fee
to be received is based on prior rules, the Agency may be receiving afee other than what
was intended for the particular gppropriation from which the increase was funded.

Increases to 7(a) loans (regardless of the disbursement status) are subject to Satutory,
adminigrative, and program maximums. | ncreases can only be made up to a maximum of
18 months after approval or 1 year after initid disbursement, which ever comesfird.
Applicants must submit written requests to their lenders for transmission to SBA.

Q1. Who processes requests for increases after approva?

Al. The SBA office where the loan is physcdly located when the lender requests the
increase. Branch and didrict offices generdly hold a casefile until aloan isfully
disbursed before they send it to the Commercia Loan Servicing Center (CLSC).
The LowDoc and PLP Processing Centers send their casefiles to the CLSC within
7 days of approval. The lenders should send their requests for increases to the
office that has respongbility for the loan at the time the lender makes the request.

Q2. Arethereany dollar limits on increases?

A2. Increasesto term loans are limited to 20 percent over the origina loan amount
regardless of dishursement status. Increases to revolving loans are limited to aone
time increase which shal not exceed 33.3 percent.

Q3. Isanew gpplication necessary to process aloan increase?

A3. A new agpplication is ot necessary for accomplishing an increase, but an SBA Form

327 isrequired. Y ou may use the rubber-stamped 327 method if adequate
judtification is provided.

Effective: 12-01-00
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A4

Q5.
AB.
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What additiond requirements must be met to process these requests?
Y ou must base your decision on current financia statementsin al cases. Increases
to outstanding loans and additiona |oans are subject to the same credit sandards as
the origind loan.
Do increases affect the guaranty fee or percent of the guarantee?

There will dmost aways be an increase in the quaranty fee when aloan isincreased,

because there will dmost dways be an increase in the Sze of the SBA share.
However, in cases where the maximum SBA share has dready been provided,
there will be no additiond fee for increasing only the gross amount.

Consder the case where aloan was of the type that can have amaximum SBA

share of $750,000 and the gross loan amount is $1,000,000. This loan would have
a 75 percent guaranty. What would happen if thisloan was increased to
$1,500,000? The fee would not increase because the SBA share would remain the
same even though the percentage of guaranty on the loan would be reduced to 50

percent.

Another case where there could be an increase to the loan but no additiona fee

would be when the gross loan amount is at or near athreshold for establishing an
effective percentage of guaranty and after the increase the loan has a different
guaranty percentage.

Consder the case where aloan for $100,000 with an 80 percent quaranty is

Q6.

AG.

Q7.

increased to $105,000. In this case, the guaranty percentage would have to be
decreased to 75 percent and the resulting SBA share would actudly be less, so the
guaranty fee would be less. The lender would only be entitled to arebate of the
difference between the fees if there had been no disbursement and the maturity of
the loan was for more than 12 months.

If 2$100,000 loan, with an 80 percent guaranty is increased, is the percentage of
guarantee changed.

Yes. Anincreasein the dollar amount of aloan originaly approved for $100,000
with an 80 percent guaranty must result in the lowering of the guaranty percentage to
75 percent.

If the $100,000 loan with an 80 percent guaranty referenced above was sold into
the secondary market before the increase was requested, could the increase be
made without atering the guaranty percentage?

Effective: 12-01-00
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No. If the guaranty percentage can not be lowered from 80 percent to 75 percent
when a $100,000 loan is increased, the increase can not be approved regardless of
disbursement status. Under these circumstances a new [oan will be required.
Isthere atime limitation on increases?
Yes. Any increase to a 7(a) non-revolving loan must be made within 12 months
from initid disbursement. Increases on 504 loans can only be made prior to the
time the debenture is sold (initid disbursement).

When isthe additiona guaranty fee associated with an increase due?

The additiona guaranty fee must be submitted by the lender with the request to

increase the loan. The request will not be processed without the additiond fee.

NOTE: The dollar amount of a’504 loan can not be adtered after funding.

b. What Are The Guiddines for Processing Additiond Loans?

When you process applications for second loansto SBA borrowers, establish repayment
ability independently for each loan. Do not make second loans for the primary purpose of
protecting existing SBA exposure.

Conault the Portfolio Management Divison or the appropriate Service Center if the
gpplicant is a present or former SBA borrower and include the written comments and
recommendation of the PM Chief or designee in the loan casefile.

11. USE OF COMPUTER GENERATED FORMS

.120.194 Use of computer forms.
Any applicant or lender may use computer generated SBA application forms, closing forms, and other forms
designated by SBA if theformsare exact reproductions of SBA forms.

The SBA does not approve or endorse specific software. The gpplicant or the lender, whichever
is dedling directly with SBA is responsible for ensuring that computer generated forms are exact
reproductions of SBA forms. The SBA reservestheright to take any action authorized by its
rules and policies or avallable to it under law againg ether party if it suffersaloss asthe result of
the use of computer generated forms which are not exact reproductions.

Effective: 12-01-00
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12.

13.

Q. Wha isthe meaning of "exact reproductions'?

A. Ingenerd reproduction of SBA forms may contain different fonts, spacing and other
vaiations from the specifications of our forms. It is the language of the forms which must
be exactly the same.

DISCLOSURE OF FEES

.120.195 Disclosur e of fees.

An Applicant for a businessloan must identify to SBA the name of each Agent asdefined in part 103 of this
chapter that helped the applicant obtain the loan, describing the services performed, and disclosing the
amount of each fee paid or to be paid by the applicant to the Agent in conjunction with the perfor mance of
those services.

SBA requiresthe disclosure of dl feeswhich an Applicant paysto or is charged by the lender or
any Agent for services in connection with gpplying for and closng the SBA loan. Sincethe
applicant is the party being charged, it is responsible for reporting these fees.

a How Does An Applicant Disclose Theair Fees?

An gpplicant must use SBA Form 159, "Compensation Agreement”, to document the fees
it has been or will be charged by any agent. The agent charging the fee mugt also sign the
SBA Form 159. A separate SBA Form 159 must be executed for each agent

b. What Rules Apply to Agents And Disclosure of Fees?

13 CFR 103 governs the activities of agents and the disclosure of fees.

REGULATIONS REGARDING AGENTS

.103.1 Key Definitions.

(a) Agent means an authorized representative, including an attor ney, accountant, consultant, packager,
lender service provider, or any other person representing an applicant, or participant by conducting
businesswith SBA.

a Definitions Of An Agent

The regulaion defining an Agent isfound in 13 CFR .120.103.1

Effective: 12-01-00
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b. Does This Include Loan Referrd Agents?

Y es, personnel or businesses that provide loan referra services are classified as agents, as
they fdl into the category of other person representing an applicant, or participant
regardless of whether the gpplicant or the lender compensates them for their loan referra
sarvice. Loan referra agents are subject to the requirement to complete an SBA Form
159 when compensated by the applicant.

When the referrd agent is compensated by the lender, the use of the 159 is not required.
However, this form (when next revised) will provide notification to goplicants that there
may be an exigting relation between referral agents and lenders.

C. Must Agents Reved What Fees Are Paid by Whom?

Each packager and referra agent must disclose the name of its customer and dl fees
charged in connection with the SBA loan transaction.

d. Are Deve opment Companies Agents?

For purposes of thisrule, neither the development company nor its employeesis an agent
for a504 loan application in which the CDC isinvolved. An Associate Development
Company (ADC) providing servicesto aCDC is consdered alender service provider or
LSP.

For 7(a) loans, if the employee performs packaging or loan referrd services within the
scope of their CDC employment, both the CDC and the employee are agents. If the
employee packages or acts as aloan referra agent outside the scope of their CDC
employment, they are the agent, but the CDC is not.

(b) Theterm conduct businesswith SBA means.

(1) preparing or submitting on behalf of an applicant an application for financial assistance of any kind, the
referral of an application to aLender, or any assistance from the I nvestment Division of SBA, or assistance
in procurement and technical matters,

e Does This Indude the Referrd of an Application?

Yes.

(2) preparing or processing, on behalf of alender or a participant in any of SBA's programs, an application
for federal financial assistance;

(3) participating with or communicating in any way with officersor employees of SBA on an applicant's,
participant's, or lender's behalf;

Effective: 01-29-99
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f. Agents and Privacy Act Condderations

Q.

A.

Can private information about a loan be discussed with anyone who clamsto be an
agent for an applicant, participant, or lender?

No, SBA requires evidence of representation from an agent of any of the above
before discussing with the agent anything regarding an applicant. Proprietary
information is protected by the Right to Financid Privacy Act and the Privacy Act.
Without proper authorization, SBA may not discuss private information with even a
spouse or other close relative.

(4) actingasalender service provider; and

(5) such other activity as SBA reasonably shall determine.

(c) Applicant meansany person, firm, concern, cor poration, partner ship, cooperative or other business
enterprise applying for any type of assistance from SBA.

(d) Lender Service Provider meansan Agent who carriesout lender functionsin originating, disbursing,

servicing, or liquidating a specific SBA businessloan or loan portfolio for compensation from the lender.
SBA determineswhether or not oneisa" Lender Service Provider" on aloan-by-loan basis.

g Employment of Agent Initiated by Applicant

@

2

3)

(4)

(4)

An agent may bill and be paid by the gpplicant for providing their packaging
savices,

An agent who works for an applicant as a packager may aso work as areferral
agent for the applicant and receive areferral fee from the applicant;

An agent may be areferral agent for alender and receive a fee from the lender to
which theloan gpplication is submitted, providing both the gpplicant and the lender
are aware of both relationships, and the agent does not receive areferrd fee from
both the gpplicant and the lender;

An agent who works for an gpplicant only as their referrd agent can dso work for a
lender asthe LSP on the same loan. Therefore, an agent can receive areferrd fee
from an gpplicant and a L SP fee from the lender, providing the agent disclosesthis
relationship to both the applicant and the lender; and

An agent who works for an gpplicant as a packager may not serve asthe LSP on
the same loan, but this agent may serve asa L. SP on dl other loans of the lender.

h. Employment of Agent Required by Lender

D)

An agent may serve as packager and LSP on the same loan, providing their

Effective: 01-29-99
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employment was initiated after the loan has been approved by the lender and the
terms and conditions for the loan aready established;

(20  Anagent mus bill and be paid by the lender for al services and the lender may not
pass there charges through to the gpplicant.

i. Employment of Agent Initiated by Lender

When an agents employment isinitiated by the lender at the request of the applicant or the
gpplicant provides their voluntary acceptance of the lender's offer of service:

(1) Anagent may serve as a packager and LSP on the same loan, providing their
employment was initiated after the loan was approved by the lender and the terms
& conditionsfor the loan aready established; and

(20 Anagent may charge ether the lender or the applicant the cost of providing their
packaging services, but not both;

(3) If anagent isengaged prior to the requested financid assi stance gpprova and
establishment of the terms & conditions by the lender, the agent may not serve as
the lender's LSP on this case.

(e) Packager meansan agent who isemployed and compensated by an applicant or lender to preparethe
applicant's application for financial assistance from SBA. SBA determineswhether or not oneisa

" Packager" on aloan-by-loan basis.

(f) Referral Agent meansa person or entity who identifiesand refersan applicant to alender or alender to
an applicant. Thereferral agent may be employed and compensated by either an applicant or alender.

(g) Participant meansa person or entity that isparticipating in any of the financial, investment, or business
development programsauthorized by the Small Business Act or Small Business | nvestment Act of 1958.

J. Who Does This Include?

A participant can be an gpplicant, alender, a certified development company, Microloan
intermediary, or an agent.

k. What is SBA's Definition of a L ender?

Lender means a participating lender in an SBA loan program. For 7(a) loans a Lender may
be abank or anon-bank lender or asmal business lending company (SBLC). For 504
debentures the lender is a Certified Development Company. For Microloans the lender is
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14.

an intermediary licensed by the Agency.

What is a Non-bank Lender?

A non-bank lender is alender regulated by a State or Federal regulatory body, not in
banking, which is digible to be a participant with SBA, such as savings & loans, credit
unions, and production credit associations.

What |sa Smal Business Lending Company (SBLC)?

It is an entity organized to make loans in participation with SBA which is licensed and
regulated by SBA. Licensesfor new SBLCsare not currently being issued. Accordingly,
any organization wanting to establish an SBLC can only do so if acceptableto SBA and
able to negotiate purchase of an exigting license. The SBA's gpproval must be obtained
for any trandfer of an SBLC license to be effective. SBA'sfield offices should advise
gpplicants as to any SBLCs operating in their area.

"ldentify" An Applicant or Lender for Referrd ?

The term "identifies’ means that the person or entity was respongble for cregting the
opportunity for the lender to do business with the applicant or vice versa, i.e., generated
the lead through marketing or other business development activity. This does not include
merely responding to arequest to provide the name of alender (or gpplicant) who might
be interested in doing business with the entity being referred.

WHO MAY CONDUCT BUSINESSWITH THE SBA

.103.2 WHO MAY CONDUCT BUSINESSWITH THE SBA?

(a) If you arean applicant, a participant, a partner of an applicant or participant partnership, or serveasan
officer of an applicant, participant corporation, or limited liability company, you may conduct businesswith
the SBA without arepresentative.

May aLender Reguire the Use of a Packager?

Y es, but the lender must pay the packager's fee and not passit through to the applicant.

Effective: 01-29-99
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b. Must an Applicant Use an Agent?

Emphasize to lenders and agents that they must clearly inform the gpplicant that SBA does
not require the use of an agent for packaging or referring aloan application. A lender may
require the use of an agent in packaging aloan if the lender pays any related charges and
does not pass them through to the applicant/borrower. Otherwise, the election to use or
not use an agent is the applicant'sborrower's option.

(b) If you are an agent, you may conduct businesswith SBA on behalf of an applicant, participant or lender,
unlessrepresentation isotherwise prohibited by law or by theregulationsin thisor any other part of Title
13. For example, personsdebarred under the SBA or Gover nment-wide debar ment regulations may not
conduct businesswith SBA. SBA may request that any agent supply written evidence of hisor her authority
to act on behalf of an applicant, participant, or lender asa condition of revealing any information about the
applicant's, participant's, or lender'scurrent or prior dealingswith the SBA.

15. SUSPENSION OR REVOCATION OF AN AGENT'SPRIVILEGE

.103.3 MAY SBA SUSPEND OR REVOKE AN AGENT'SPRIVILEGE?

The Administrator of SBA or designee may, for good cause, suspend or revokethe privilege of an agent to
conduct businesswith SBA. Part 134 of thischapter statesthe procedurefor appealing the decision to
suspend or revoketheprivilege. The suspension or revocation remainsin effect during the pendency of any
administrative proceedings under Part 134 of this chapter.

a What Is The Procedure for Suspension Or Revocation?

The fidd office makes an initid determination of whether good cause exists for suspension
or revocation of an agent's privilege. It provides detailed judtification and recommends the
action it deems gppropriate by a memorandum, through the Assistant Didtrict Director for
Economic Development (ADD/ED) and Didtrict Director to the Director, Office of Loan
Programs (D/OLP).

Generdly, suspensions are for agents who repesatedly commit minor infractions after being
cautioned or seriousinfractions but are deemed worthy of a second chance. Revocations
are for agents who commit more serious infractions, repest offenses, or illegd activities.

b. How Long Does a Suspension Last?

The D/OLP may suspend an agent from 6 months up to 5 years. In extreme cases, action
may be initiated to debar an agent permanently in accordance with the proceduresin 13
CFR.
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16. SUSPENSION OR REVOCATION FOR " GOOD CAUSE"

.103.4 WHAT 1S" GOOD CAUSE" FOR SUSPENSION OR REVOCATION?

Any unlawful or unethical activity isgood causefor suspension or revocation of the privilegeto conduct
business. Thisincludes:

(a) attemptingto influence any employee of SBA or alender, by gifts, bribesor other unlawful or unethical
activity, with respect to any matter involving SBA assistance.

a What is an Example of Other Unethica Activity?

Unethicd activity between an agent and an SBA employee includes an undisclosed
relationship between the agent and the SBA employee; or other unethicd activity
described in 13 CFR 105 - Standards of Conduct for SBA Employees.

(b) Soliciting for the provision of servicesto an applicant by another entity when thereisan undisclosed
businessrelationship between thetwo parties.

b. What is the Agent's Responshility?

The agent mugt dways inform any participant (gpplicant and lender) involved of any past,
current, or known future reaionship between the agent and any lender involved in the
gpplication or the agent and the applicant.

(c) Violating ethical guidelineswhich govern the profession or business of the agent or which are published
at any time by SBA.

(d) Implying or stating that thework to be performed for an Applicant will include use of palitical or other
special influencewith SBA. Examplesincludeindicating that the entity is affiliated with or paid, endorsed
or employed by SBA, advertising using thewords" Small Business Administration" or " SBA" in a manner
that implies SBA's endor sement or sponsor ship, use of SBA's seal or symbol, and giving a" guaranty" to an
applicant that the application will be approved.

(e) Charging or proposing to charge any feethat does not bear a necessary and reasonablereationship to
the servicesactually rendered or expensesactually incurred in connection with a matter before SBA or
which ismaterially inconsistent with the provisions of an applicable compensation agreement or lender
service provider agreement. A feebased solely on a percentage of aloan or guarantee amount can be
reasonable, depending on the circumstances of a case and the services actually rendered.

C. What Types of Fees Are Reasonable?

Flat, hourly or percentage of loan fees are reasonable if they meet the criteria stated above.

(f) Engagingin any conduct indicating a lack of businessintegrity or business honesty, including a
debarment, criminal conviction, or civil judgment within thelast seven yearsfor fraud, embezzlement, theft,
forgery, bribery, falsification or destruction of records, false statements, conspiracy, receiving stolen
property, false claims, or obstruction of justice.

d. Are Other Unethica Practices Covered by This Rule?
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Y es, sarvices which are not customary for the work being performed or charging for
sarvices not performed are just two examples. Unethica practices are too numerous to
cover here. Consult counsd if you question any agent practice.

(g) Acting ashoth alender serviceprovider or areferral agent and a packager for an applicant on the same
SBA businessloan and receiving compensation for such activity from both the applicant and lender. A
limited exception to this" two master" prohibition existswhen an agent actsasa packager and is
compensated by the applicant for packaging services, also actsasareferral agent and iscompensated by the
lender for those activities; disclosesthereferral activitiesto the Applicant; and disclosesthe packaging
activitiesto the Lender.

€.

Capacities an Agent May Work for an Applicant or Lender

An agent who works for the applicant as a packager may also work as areferrd agent for
the gpplicant. An agent who works for the applicant as a packager may aso be areferra
agent for the lender on the same loan if both the applicant and the lender are aware of both
relaionships. An agent who works for and is paid by an applicant as a packager on aloan
may not work for the lender as an LSP on that loan, except as noted in paragraph 4-
209(4). An agent who works for an applicant as areferral agent on aloan may work for
the lender as an LSP on that loan.

A packager compensated by the lender and not the applicant to engage in the packaging of
the loan may dso act asan LSP or Referrd Agent on that |oan for compensation from the
lender. The lender may charge a packaging fee to the borrower that reimburses the lender
for the cost of hiring an outside packager if the borrower requested this service or
voluntarily accepted the lender's offer of the service.

(h) Violating materially the terms of any compensation agreement or lender service provider agreement
provided for in section 103.5.

(i) Violating or assisting in theviolation of any SBA regulations, policies, or procedures of which the
applicant has been made aware.

f.

o}

How Thoroughly Must Allegations Be | nvestigated?

Y ou must gather as much information as possible on the agent's activities, services, and
feesfor the applications or loans on which they worked from al available sources. Note
that agents, by executing the "Code of Ethics’, have agreed to provide you with any
assistance in your investigation. 1llega activity must be reported to the SBA's Office of the
Inspector General. The Agency does not want to subject agents to unnecessary
investigations.

Subgtantiation of any alegations which would violate this rule is essentid to protect the
rights of agents aswell asthe interests of the SBA.

For What Activities Does SBA Investigate Agents?
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Investigate agents for the following two purposes:

@

2

Unreasonable fees charged to an gpplicant by an agent. Fees charged by an agent
to alender are usudly not investigated by SBA as both parties are experienced and
informed. The SBA is concerned that applicants, not being knowledgesble and
experienced, may occasiondly be taken advantage of when they hire packagers or
referral agents.

Therefore fees paid to agents by the gpplicant will be more closdly monitored. You
must investigate the agent's services and fee structure to determine if the fees are
necessary and reasonable when the SBA Form 159 shows what appears to be
excessve fees, thereis an indication from other participants that an agent's fees
might be excessve or when an gpplicant complains about the fees charged by an
agent. Reasonable fees are those which bear a reasonable relationship for
appropriate services charged and that the total fees for the service charged are
comparable to those charged by other agentsin that geographicd area.

Appropriate services are those which are customary and timely for the work being
completed (packaging or loan referra), and do not include unusud or excessive
extra expenses.

Reasonable relationship means that the fees bear ardationship (flat fee, hourly fee,
or percentage of loan) that is normd for that service in the geographic area (city,
State, or region) for either SBA programs or for private sector lending.

Y ou must decide if the fees are reasonable or not and make the recommendation
(aong with any recommendation that an agent refund a proportion of their fees)
through the ADD/ED to the Director, OLP. Y ou should reiterate to the agents the
importance of not overcharging gpplicants for services. Continued charging of
excessive or unreasonable fees by an agent is good cause for the SBA to suspend
or revoke an agent's privileges.

Suspension or revocation of an Agent under 13 CFR 103.3. The Administrator of
SBA or designee may, for 'good cause' suspend or revoke the privilege of any
Agent to conduct business with SBA. Title 13 CFR Part 134 dtates the procedures
for appeding the decison to suspend or revoke the privilege. The suspension or
revocation remainsin effect during the pendency of any administrative proceedings
under Part 134.
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17.

SBA REGULATION OF AGENTSFEESAND SERVICES

.103.5 HOW DOES SBA REGULATE AN AGENT'SFEES AND PROVISION OF SERVICE?

(a) Any applicant, agent, or packager must execute and provideto SBA a compensation agreement, and any
lender service provider must execute and provideto SBA alender service provider agreement. Each
agreement gover nsthe compensation charged for servicesrendered or to berendered to the Applicant or
Lender in any matter involving SBA assistance. SBA providestheform of compensation agreement and a
suggested form of lender service provider agreement to be used by agents. Along with thelender service
provider agreement, thelender should providea L SP registration Form for each individual who worksfor
the Lender asan Agent.

a

Compensation Agreements for the Applicant and Agent or Packager

SBA Form 159, Compensation Agreement. 'Y ou must make sure that each gpplication
submitted to SBA has a completed and executed SBA 159.

What Purpose Does This Form Serve?

It discloses the fees paid to the agent and by whom, is a source document for the
registration of agents, and is the agreement by the agent (packager or referrd agent) that,
in cases where SBA deems the compensation unreasonable, SBA determines the
reasonableness of the fees charged in relation to the work performed. Information on this
form will be used to monitor the Agents, fees charged by Agents, and the rdationship
between agents and lenders. Y ou must make sure that al of the appropriate data fields on
SBA Form 159 are entered correctly into the computer.

SBA Form 159 is the form agents must use for compensation agreements. The Form 159
executed by an agent--such as an attorney, accountant or financid consultant--who
provides substantia servicesto an gpplicant of independent value need only reflect the
portion of the compensation paid, and/or to be paid, by the applicant for services directly
intended to assst in preparation of the SBA application package.

In the case of afee not readily divisble among activities directly related to the SBA loan
package and other activities, the agent may disclose on the Form 159 only the portion of
the fee which is attributable to activities directly relating to preparation of the SBA
gpplication, based on areasonable good faith estimate by the agent. However, the agent
must maintain records of the services provided with respect to such fees and make them
available to SBA upon request for the Agency's review.
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C.

What Causes SBA to Review An Agent's Fees?

The SBA will generdly only review an agent's fees when an applicant files a complaint with
the Agency. However, an applicant should be aware of the reasonableness of the terms of
any contract executed with an agent a the time the document is signed.

What Happens If SBA Determines The Fees Are Excessive?

The agent must reduce the charge to an amount SBA deems reasonable, refund any sumin
excess of that amount to the gpplicant, and refrain from charging or collecting from the
gpplicant, directly or indirectly, any funds, goods, or services with avauein excess of the
amount SBA deems reasonable.

Lender Complaints About Fees Charged By Agents

Lenders are presumed to be competent to negotiate the fees they pay to agentsand in the
best position to determine whether afee is appropriate for the work or service performed.
The SBA will not review fees paid by lenders and will not intervene between alender and
an agent.

What is an L SP Agreement?

Lender Service Provider Agreements are two party agreements between alender and an
agent which performs specified duties on behdf of the lender.

Isthe LSP Agreement an SBA Form?

No, but each agreement must include the following eements.

(1) Lender and LSP agree not to engage in any sharing of secondary market premiums,

(2)  Anaccurate description of the services to be provided;

(3) TheLSP may not assume a portion of the risk of the unguaranteed portion of any
loan;

(4) Provison that the fees of the LSP will not be directly charged to applicants or
borrowers except that the LSP when the L SP packages aloan after the lender has
gpproved the loan and set the terms and conditions;

(5) Disclosure of the fee structure for the services rendered;
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(6) Theagreement is binding on the affiliates and predecessors of the LSP and the
lender;

(7) Disclosureof any prior or existing relationship other than the contractua one creeted
by the agreement; and

(8) The Agreement shal be subject to dl gpplicable laws and regulaions, including
SBA rules.

Subject to the split premium prohibition, lenders have reasonable discretionin seting
compensation for LSPs. Submission of financid statements of LSPs shal not be required
across the board but may be required on a case-by-case basis.

h. How Will LSP Agents Be Repistered?

Each professond/technicd employee of the LSP must complete an LSP regidtration form
and submit it to the SBA aong with the LSP agreement within 10 days of employment with
the LSP. This Regidraion Form isto enable the SBA to monitor the activity of individuas
working for agents. Make sure that the lender and the LSP know that all agents hired
under the LSP agreement submit an LSP regigtration form. Also make sure the data on
these formsis accurately entered into the client server data base.

i. Where Are LSP Agreements Submitted?

They are submitted to the fidld office which serves the lender for which the LSPisan
agent. The eementswhich must beincluded in LSP agreements are cited in this section.
The SBA Form 159 identifies the existence of an LSP to dert you to check the database.

B How Does the SBA Monitor and Regulate an Agent's Activities?

Y ou review information on agents in the databbase for each gpplication in which an agent is
involved. In addition, monitor the following sources of information on agents and decide
which agents need to be more fully investigated.

(1) Investigate any complaint by an applicant, borrower, or any other participant in an
SBA program, concerning the activity, services completed, or fees charged by any
agent. It is better if complaints are submitted in writing.

(2) Information on the database or year-end reports completed by Headquarters on the

activities, fees, and relationships of the agents should highlight agentswho: are
working without completing training, have patterns of excessve fees, or have
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unusua relaionships (such as an LSP that adso does extensive packaging
compensated by applicants). Agents whose activity seems inappropriate or unusual
should be investigated.

(3) Review dl SBA Form 159sfor completeness and correctness and follow up with
agents who repeatedly submit improper forms. Be dert for indications from any

source of any agent who commits any unethica or illega act and investigate such
dlegations.
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1.

SUBPART B - POLICIES SPECIFIC TO 7(a) LOANS

PURPOSE OF THIS SUBPART:

This subpart covers the regulations, policies, and procedures that are gpplicable to loans
processed and approved under the 7(a) program.

CHAPTER 1 - PROVISIONS FOR 7(a) LOANS

WHAT ARE SBA'sBONDING REQUIREMENTS?

. 120.200 What bonding requirementsexist during construction?

On 7(a) loans which finance construction, the Borrower must supply a 100 per cent payment and performance bond
and builder'srisk insurance, unlesswaived by SBA.

A payment and performance bond protects the entity paying for congtruction if the contractor
fails to complete the required congtruction in accordance with plans, specifications, and
gpplicable building codes. In such ingtances the surety is responsible for completing the contract.
The SBA and participating lender benefit by having the bond in place because they are assured
that the structure will be completed and therefore obtain its gpproximeate collateral vaue.

a Performance Bond

Proceeds from 7(a) loans may be authorized for congtruction and/or renovation of redl
property. In such cases, a 100 percent payment and performance bond, and builder's risk
insuranceisrequired. These requirements are not necessary when SBA supported
proceeds are used for the permanent take-out financing or refinancing of an actua
congtruction loan made on a non-guaranteed basis. Proceeds from 504 loans are not used
for congtruction and/or renovation, but rather are used for permanent financing and can be
used to take out the interim construction debt.

b. Bond Waiver (Blanket)

SBA has granted a blanket waiver on requirement "a." above when the proceeds for
congtruction and/or renovation are for $125,000 or less. Thiswaiver relieves smaller
borrowers of the higher costs imposed by the bonding requirements while increasing
access to credit for smaler projects from those participating lenders that view bonding
requirements as burdensome.

C. Bond Waiver Consderation Factors
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SBA can consder waiving its requirements for a performance bond when SBA proceeds
are authorized to construct and/or renovate rea property that is more than $125,000, if
proper documentation and tight control of the disbursement of the proceeds can avoid
undue congtruction related risks.

(1) Congruction mortgages, lien waivers, and related legal documentation are required
to provide adequate priority of claim to precede suppliers, contractors,
subcontractors and workmen.

(20 Borrower's equity contribution isto be used to fund the early stages of construction,
and be documented as to their purpose to make sure they actualy were used
towards the overdl congtruction. Strict adherence to afeasible draw schedule and
establishing reasonable retainage dong with the above cited documentation and
oversght by the appropriate permit authority often mitigate some of the risk
addressed by bonding.

Bond Requirements for Take-Out Financing

When SBA proceeds are authorized to refinance interim construction debt (take-out
financing) which is not guaranteed by SBA, the Agency does not require a payment and
performance bond or builder's risk insurance since the risk which the bond and insurance
coversis eliminated before the SBA proceeds are disbursed.

2. SPECIAL LIMITATIONS ON 7(a) PROCEEDS?

In addition to the limitations on loan proceeds referenced in .120.131 there are two additional
limitations that apply only to the 7(a) program. These are detailed in
.120.201 and . 120.202.

. 120.201 Refinancing unsecured or under secured loans

A Borrower may not use 7(a) loan proceedsto pay any creditor in a position to sustain aloss causing a shift to SBA
of all or part of apotential lossfrom an existing debt.

a

Refinancing When SBA isin a Podtion to Sustain a L oss

To determine if proceeds can be used to refinance existing debt, you must first determine if
the lender isin apogtion to sustain aloss.

(1) Ifaloanisfully collaterdized, usng reasonable liquidation vaues of the collaterd
assts, the lender would not normally be considered to be in apostion to sustain a
loss. The oppositeisnot true. Just because aloan is not fully collateralized does
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not necessarily mean that the lender isin apostion to sustain aloss. It only means
the lender cannot expect full repayment through the liquidation of the available
collaterd.

(2)  If the present operation can be analyzed to reasonably demonstrate repayment
ability, the lender is not in a postion to sustain aloss (regardless of the extent of any
collatera coverage shortfal). See subpart A on repayment ability.

If repayment cannot be reasonably demonstrated and collateral coverageis
determined not to be adequate, the creditor can be judged to bein a position to
sudtain aloss. However, just because you find that the lender islikely to sustain a
loss does nat, in and of itsdf, preclude SBA financing.

b. SBA Cannot Take Over A Lender's Loss

If SBA can determine that as aresult of refinancing, the new terms and conditions will
provide reasonable assurance of repayment or additiona assets can be acquired so the
loan becomes fully collateralized, then SBA can conclude that it would not bein aposition
to sudtain part or al of the same loss by refinancing the debt and the refinancing would be
digible

While the situation described may result in an digible refinancing since aloss would not
likely result, repayment must be evident through the cash flow of the business.

3. RESTRICTIONS ON CHANGE OF OWNERSHIP SITUATION

. 120.202 Restrictionson loansfor changesin owner ship.

A Borrower may not use 7(a) loan proceedsto purchase a portion of a businessor a portion of another owner's
interest. Oneor more current ownersmay useloan proceedsto purchasethe entireinterest of another current
owner, or a Borrower can purchase owner ship of an entire business.

By policy, the term "Borrower™ in this regulation will aways be a busness entity, not an
individud. By palicy, if existing owners are trying to acquire the ownership interest of other
exiging owners, the loan shdl be made to the business for purposes of acquiring the ownership
interest of the other owner(s).

a Change in Ownership

7(a) loans are digible to accomplish atota change of ownership between two parties
conducting an arm's length transaction providing there is a reasonable need for the change
of ownership. Examples of reasonable needs are:
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(1) The change of ownership will promote the sound development of asmdl business;
and

(2) Thechange of ownership will preserve the existence of asmall business.

Judtification for any change of ownership must be documented in the loan officer's report,
and concurred with by the gpproving officid.

b. Change Of Ownership Congderations

(1) Arm'sLength Transaction

Loan proceeds may only be used to effect a change of ownership that isan am's-
length transaction. A transaction isa armi's length if it is a reasonable representation
of the fair market vaue, the price which an independent buyer would be willing to

pay.

The sdler should receive no other benefit than the funds obtained from the sde,
including interest in the event there is sdller financing and the purchaser should
receive no other benefit than the right to own and operate the business and receive a
profit commensurate with this operation.

(20 Andyssaf Vdue

To determine whether the change of ownership qudifiesasam's-length, a
determination of the value of what is being acquired must be performed. When the
change of ownership involves the acquisition of a going concern, the determination
must be based on a generaly accepted va uation method used for the industry in
which the business operates. Five acceptable vauation methods include: the gross
revenue multiplier; adjusted book value; discounted future earnings; capitalized
adjusted earnings; and cash flow vauation, are taught in Commercid Credit
Anayss- Levd Il. Other generaly accepted va uation methods may aso be
employed. The analyss can be performed by the loan officer or an independent
person qudified, in the opinion of SBA, to perform business vauations.
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If the lender's loan officer is selected on a guaranty loan request, the lender must
perform the andlysis and a synopsis of the determination must be provided SBA as
part of the gpplication - including PLP or Fatrak gpplications. A forma valuation
performed by an independent and qualified person, is aways required when the
change of ownership occurs between close family members.

(3) Reasonsfor The Sde

The loan analyss should clearly explain the reasonsfor the sde. Isit to permit the
current owner to retire or leave because of poor hedth? Isit redly to avoid
something adverse such as a new competitor about to open or highway congtruction
that will severdly redtrict access to the business?

Careful andysis of the financid statements needs to be conducted. Note any trends
and consider local conditions. Isthe area growing or decaying? |sthe buyer
presently an employee of the firm who dready knows the market or isthe buyer an
inexperienced newcomer?

C. Documentation for a Change in Ownership Case

In order to process a change of ownership application, the proposed instruments of
conveyance (generaly the buy/sdl agreement) must be present and they must be andlyzed.
The pro forma baance sheet shdl be prepared to reflect what the business will look like
on the date ownership transfer occurs. The sdlling price must be compared to the vaue of
the business after the value has been determined from an independent third party. Said
vauation must be obtained prior to gpproval or disbursement.  The fact that the
purchasing and sdlling parties have agreed to a selling price is not adequate judtification that
the business is worth that much. The price must be substantiated by recognized methods of
vaue determination.

Financid statements of the business or division being purchased are required whenever the
demondtration of repayment is based in part or in full upon the higtorical performance of
this business, regardless of how the actua change of ownership will be accomplished.
Consault with field counsal whenever there are complex questions associated with any
goplication involving a change of ownership Stuation.

(1) Acquire A Going Concern

When a change of ownership involves the acquisition of agoing concern, the
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applicant's repayment ability will be based, at least in part, on the historical
performance of the former company, regardless of whether the actud changeis
accomplished viaa stock purchase or asset purchase.

When repayment is based on the historicd performance of the whole company,
business operation, or the collection of assets acquired with |oan proceeds, the
higtoricd financid statements from the sdller, for no less than the last 3 complete
fiscd years plus interim statements, which are no older than 90 days from receipt of
goplication, will be required.

(2) Acquire Assts

When a change of ownership involves the acquisition of another business assets
without affecting a change in the operation status of the sdlling business and the
repayment ability of the loan will be based in full on the performance (higtorica
and/or projected) of the buyer, rather than in any part on the historical performance
of the Hler, the need to obtain or verify the sdler's higtoricd financid satementsis

not necessary.

The vaue of the assets needs to be substantiated. Therefore, a valuation conducted
by an independent third party must be obtained prior to approva or prior to
disbursement.

Note: When the purpose of the loan isto acquire the assets of another business and
repayment will not be based on how well these assets performed for the sdller, the
higtoricd financid statements of the business that is salling the assets do not have to
be part of the application submission and do not have to be IRS verified.

d. Additiona Congderation for Changes Between Family

SBA can finance a change of ownership when there is a close relaionship between the
buyer and sdler, such as close family members, but these Stuations require extra caution.

Y ou must be sure that the transaction is arm's-length. The vaue of the business must be
clearly substantiated. The purchase price must be based on an independent third party
vauation and you must closdy evauate current and historical financia statements and tax
returns to insure they are accurate.
Change of ownership loans between close family members require the determination of the
vaue of what isto be acquired (assets or going concern) to be independently valued. An
independent third party appraisal or vauation is needed. For thistype of loan the appraisd
must be completed prior to processing. A change of ownership between close family
members can not be approved on a"subject to" appraised vaue or independent vauation.
This requirement can not be waived.
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e Patid Changein Ownership

The dlowable structures for permitting a change of ownership of an existing business
depends upon the relationship of the buyer and sdller to the business whose ownership is
scheduled to change when the sales contract is consummated. Under no circumstances
can proceeds be used to finance a borrower's purchase of only a portion of the ownership
interests of the present owners.

If the buyer is presently an owner (any percentage) of the company whose ownership
interest is being sold, loan proceeds can only be used to purchase 100 percent of the
ownership interest of that owner, partner, or shareholder, providing this change of
ownership will result in the sound development or preservation of the business and the loan
is made to the company.  This can be accomplished through redemption of stock by a
corporation or through the purchase of a partner's interest by the partnership. There can
be no purchase directly by a partner, shareholder, or an unrelated third party in this
Stuation.

If the buyer is not an owner of the company being sold, the loan proceeds must be used to
purchase 100 percent of the ownership interest of al owner(s), partner(s), or
shareholder(s), and the change of ownership must result in the sound development or
preservation of the business. In this case, there can be no purchase directly by an existing
partner or shareholder.

(1) When achange of ownership occurs between existing owners, the proceeds must
be lent to the businessin order for the entity to either redeem (acquire) the stock of
the selling shareholder for a corporation, or acquire the selling partner'sinterest for
the partnership. No proceeds can be provided to any one or group of stockholders
or partnersto acquire any other stockholder or partner interest directly.

(2)  When achange of ownership occurs between unaffiliated parties, the loan is made
to the business entity of the acquiring party and the proceeds must be used to
purchase the entire ownership interest of al the partners or shareholder(s) of the
company being acquired.

In either case, the purchase mugt result in the sound development or preservation of the
business.

The following chart outlines scenarios of digible and non-digible partia changes of ownership.
These examples dl involve proposed exchanges in ownership interest in order to try to
accomplish achange in the ownership of the gpplicant concern.

" Proposed Action | Buyer Affiliated with Seller Buyer Not Affiliated with "
Effectiver 01-29-99
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Seller

Individual wantsto buy all of an
existing SBC,

Loan must beto a SBC. All other owners
must sell 100 percent of their interest.
Proceeds to redeem full ownership interest
of each selling owner.

Loan to buyer or entity
established by buyer.
Proceeds used to buy 100
percent of each existing
owner'sinterest.

wants to allow the non-owner
manager a chanceto buy aretiring
ownersinterest and let the other
owners remain status quo.

Individual wants to increase their Loan must beto an SBC. At least one owner N/A
ownership in an existing SBC. must be selling full interest. Proceedsto
redeem full ownership interest of each
selling owner. All remaining owners will
have a new ownership interest that isin the
same proportion to each other as existed
before the loan.
Individual wantsto buy out one of Not Permitted - SBA does not finance N/A
any number of ownersand increase | "Creeping Control."
just hisinterest to agreater sharein
relation to the other owners.
Company with more than one owner | Not Permitted - Under SBA rules, when a Not Permitted

non-owner will become an owner, al (100
percent) existing owners haveto sell their
interest.

Individual wantsto buy out one of
any multiple number of ownersin a
company he does not own.

Not Permitted - Under SBA rules, when a
non-owner will become an owner, al (100
percent) existing owners have to sell their
interest.

Not Permitted - Because
an unaffiliated buyer can
only acquire all of an SBC,
not any portion.

Sole proprietor wants to form anew
partnership and take on a partner
who has worked for his company.

N/A

Not Permitted - An owner
can not give up aportion

of his/her owner-shipto a
non-owner.

Existing owner wants to use SBA
proceeds to acquire one half of
another ownersinterest.

Not Permitted - SBA does not finance
"Creeping Control."

N/A
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Q1. Other than as noted above, isthere any structure where a non-owner can become
an owner and some or al of the current ownersremain?

Al. No, notif the busnesss exigting legd sructure remains.

f. 100 Percent Purchase of Corporate Stock

A change of ownership may be financed through the purchase of 100 percent of the capita
stock. This policy applies whether:

(1) Theacquiring party isa current owner(s) of the business buying out 100 percent of
the interests of one or more of the shareholders, or

(2) Theacquiring party owns no stock of the business being acquired and is purchasing
100 percent of the capita stock of the corporation from the existing owner(s), as
long as the result of the loan is that the acquiring entity owns 100 percent of the
business. The acquiring party may be an individud or any other legd entity.

If achange of ownership isto be accomplished through the purchase of corporate stock,
the existing company must buy al of the stock of the departing shareholders or athird
party must purchase 100 percent of the stock from al the existing shareholders. In ether
case, both the purchaser(s) of the stock and the new corporation must sgn the note with
joint and severd liability for the parties. The requirement for persond guarantees and
utilization of persond resources will only apply to the principas of the acquiring entity, not
the principas of the sdlling entity.

A corporation may aso change its ownership by repurchasing (alk/alredeeming) 100
percent of the shares of stock of one or more of its shareholders. If counsdl determines it
isrequired under Sate law, the authorization will contain a provison requiring an opinion of
lender's or borrower's counsel that the stock repurchase will not violate applicable Sate
law (such as by rendering the corporation insolvent).

In each case, the note must be executed on ajoint and severd basis by both the individud
who acquires the stock and the corporate entity being acquired. Both should represent to
SBA that the proceeds of the loan will be used in connection with the operation of the
businessitsdf. The requirement for persond guarantees applies only to principas of the
acquiring entity, not to principas of the corporate entity being acquired, even though the
corporate entity being acquired will be a co-borrower.
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g

Legd Congderations

To protect againgt the possihility that the corporation may deny itsjoint and severd ligbility
with the acquiring party based on an aleged failure of consideration, the purpose of the
acquigtion must be to enable the acquiring party to operate the business in corporate form.

If SBA fidd counsd determinesthat there is risk that a corporation will deny liability for its
joint and severd ligbility with the acquiring party based on an dleged failure of
congderation, add an Authorization provision acceptable to field counsd:

(1) Requiring asdisfactory opinion from the borrower's or lender's counsd that the
corporation has no basis for denying liability for the debt for failure of consideration;
or

(2) Requiring awaiver of the corporation of any right to deny liability for the debt for
falure of consderation.

4. MAXIMUM DOLLAR AMOUNTS FOR GUARANTY LOAN

a

Totd Dallar Limits On Guaranty Loans

Thereisno limit on the total dollar amount of an 7(a) loan, except one gpproved under the
Defense Loan and Technicd Assstance Program (DELTA) which has alimit of
$1,250,000 gross amount.

SBA Doallar Limits On Guaranty Loans

The maximum dollar amount of SBA's guaranty (alk/a SBA share, guaranty portion, or
guaranty exposure) to any one business (including affiliates) either gpproved, committed, or
in combination shal not be more than $750,000, except when the loan is under a program
which specificaly permits higher amounts. (See subpart C)

5. MAXIMUM PERCENTAGES OF GUARANTY FOR 7(a) LOANS

. 120.210 What per centage of aloan may SBA guarantee?

SBA'sguarantee per centage must not exceed the applicable per centage established in section 7(a) of the Act. The
maximum allowable guar antee per centage on a loan will be determined by theloan amount. Asof October 12, 1995,
the per centages are: L oans of $100,000 or less may receive a maximum guar antee of 80 percent. All other loans
may receive a maximum guar antee of 75 per cent, not to exceed $750,000, unless otherwise authorized by SBA.
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a Rd ationship Between Guaranty Percentage And Dollar Limits

The SBA guarantees a percentage of every loan it gpproves under the 7(a) program. This
percentage equals SBA's pro rata share of the risk SBA assumes on each guaranty loan.
The dollar amount of SBA's share of any gpproved loan equds the outstanding baance
times the percentage of guaranty. The percentage remains the same through out the term
of the loan, while the outstanding baance and corresponding dollar amount of the
percentage guaranteed declines. The maximum dollar amount the SBA guaranty can
support to any one business (including affiliates) can not be more than $750,000, unless
specificaly exempted by statutory provision.

b. Maximum Guaranty Percentage for Loans Over $100,000

The maximum SBA guaranty percentage for al 7(a) loans over $100,000 is 75 percent,
except for EWCP loans (see Subpart C, Chapter 6).

C. Maximum Guaranty Percentage for Loans of $100,000 or Less

The maximum guaranty percentage for 7(a) loans of $100,000 or lessis 80 percent, unless
the percentage is being computed on a subsequent SBA |oan to the same borrower (or its
dfiliaes) and the subsequent loan is filed within 90 days of the receipt or gpprova date of
the other loan. In this case the gross dollar amounts of the loans are combined. If the
combined gross amount exceed $100,000, the percentage of guaranty on the combined
loans shdl not be more than 75 percent (subject to the $750,000 limit).

Q1. If abusnessreceivesan 80 percent guaranty on aloan of $100,000 or less, and a
second application (for an amount which, when combined with the amount of the
firgt loan, is more than $100,000) for this same business (or its afiliate) is received
within 90 days of the first loan's gpprova, does the percentage of guaranty on the
first loan have to be reduced from 80 percent to 75 percent to comply with this
requirement?

Al. Theanswer depends upon the disbursement and secondary market status of the first
loan. If thisloan is undisbursed, its percentage of guaranty can be lowered to 75
percent and the second |oan would get a 75 percent guaranty If thefirst loan is
initidly or fully disbursed and not sold on the secondary market, its guaranty
percentage can be lowered to 75 percent and the second loan can receive a 75
percent guaranty. However if the first loan is sold into the secondary market, the
adjustment in the percentage of guaranty will have to be born solely by the
subsequent [oan.
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In the latter case, the effective percentage of guaranty for the subsequent loan would
equal the percentage necessary so the combined percentage of guaranty represents
adollar amount that is no more than if the combined loans were guaranteed at 75
percent. Thisisonly applicable when the subsequent loan is received within 90
days from gpprovad of thefirst loan.

Q2. What isthe applicable percentage of guaranty on aloan for a business that received
an 80 percent guaranty on aloan of $100,000 or less more than 90 days before the
second gpplication is received?

A2. Thesameasfor any other 7(a) loan. When an gpplication is received more than 90
days from the gpprova date of a prior loan, the determination of the percentage of
guaranty is completely independent.

d. Specid Condderations for Multiple Loans

When processing two or more 7(a) loans under different loan programs with different
amounts of guaranty authority, you must be careful to fund the loans in the order that will
provide the maximum percentage of guaranty to al loans.

Q. How should two loans be funded if they are processed under different 7(a)
programs with differing limits on the guaranteed portion?

A.  To provide the maximum guaranty portion to both loans, the loan approved under
the program with the lower guaranty portion must be funded first, because the
authority for the 7(a) loan from the program with a higher alowable guaranty portion
islimited to that one program and cannot be carried over to subsequent gpprovas
under program with lower authority.

Example A business obtains favorable credit consideration for an $300,000 Pollution
Control Loan and a $500,000 Standard Asset Based CAPLines. Sincedl CAPLines
have a maximum SBA share of $750,000 while the Pollution Control Loan has amaximum
SBA share of $1,000,000, and a CAPLines is not accepted as part of the Pollution
Control Loan, the order of funding isimportant. The only way SBA can provide the lender
a 75 percent guaranty on both loansis to fund the $500,000 Standard Asset Based
CAPLinesloan (SAB) firgt (usng $375,000 of SBA authority) and fund the Pollution
Control loan second (using $600,000 of SBA authority). The combined guaranty portion
for the two loansis $975,000. Since the maximum exposure on the Pollution Loan is
$1,000,000, the available exposure for the Pollution Loan has not been exceeded.
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However if the Pollution loan was funded first (using $600,000 of SBA authority) there
would only be $150,000 in guaranty authority available for the Standard Asset Based
CAPLines loan since CAPLines loans have alimit of $750,000. In this case the lender
could only be provided a 30 percent guaranty for the $500,000 Standard Asset Based
CAPLines.

Thereis one exception to the procedure that the order of funding multiple loans from
different loan programs when one program has a higher dollar authority is necessary to
provide the maximum benefit. When the multiple loans are for exporting and both
Internationa Trade and Export Working Capital Program loans are being funded, the
combined tota exposure can be $1,250,000, regardless of the order of funding, because
the legidation alows for a EWCP component to I T funding.

e A Zero Percent Guaranty Can Not be Provided For Indligible Purposes

The percentage of guaranty which SBA provides its participants is the same for every part
or purpose of that loan. A 7(a) loan cannot include proceeds for an indligible purpose, or
have any portion of the loan made to an indigible business.

This rule cannot be dtered by assigning a zero percent guaranty to just a portion of the
loan. No authority exists to assign azero percent guaranty to only aportion of a7(a) loan
or to separate a 7(a) loan into autonomous portions and then assign separate guaranty
percentages to these independent parts.

For Example - A lender proposed to make aloan for $300,000 where $100,000 was
going to reimburse funds to an associate and $200,000 will be for new equipment for the
applicant concern. Upon learning that SBA can not make aloan to reimburse an
associate, the lender proposed to make this same loan with a 50 percent guaranty, using
the logic that the $200,000 of digible proceeds could be guaranteed at 75 percent (a
$150,000 SBA share) while the $100,000 of indligible proceeds would be guaranteed a

Zero percent.

A loan such as the one referenced above can not be made or quaranteed by SBA.

Effective: 12-01-00
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6.  MAXIMUM DOLLAR AMOUNT FOR 7(g) DIRECT LOANS

. 120.211 What limitsarethere on theamounts of direct loans?

(a) Thestatutory limit for direct loans made under the authority of section 7(a)(1)-(19) of the Small Business Act is
$350,000. SBA hasestablished an administrative limit of $150,000 for direct loans. The AA/FA may authorize
acceptance of an application up to the statutory limit.

(b) The statutory limit for direct loans made under the authority of section 7(a)(20) is $750,000. SBA has
established an administrative limit of $150,000. The Associate Administrator for Minority Enterprise
Development may authorize the acceptance of an application that exceedsthe administrative limit.

(c) Thestatutory limit on SBA's portion of an immediate participation loan is $350,000. Theadministrativelimitis
thelesser of 75 percent of theloan or $150,000. The AA/FA may authorize exceptionsto the administrative limit up
to $350,000.

a Totd Dallar Limit on Direct Loans

Asegablished in 13 CFR 120.211, there are both statutory and adminigtrative limits on
SBA direct loans. These amounts are applicable when direct funds are available. When
there are no fisca year appropriations for direct loans, loans can not be accepted or
processed under the guidelines for these programs. I there, are appropriations, approva
of direct loans shdl be limited to the adminigrative limits specified above, unless waived by
the AA/FA or designee.

b. Status of Direct Funding

Since the Government's fiscal year 1996, there has been no gppropriations of funds to
SBA for direct loan assstance. Without an appropriation for any 7(a) direct loan
program, no application can be accepted for processing under the direct loan program
procedures. As of the writing of this SOP, no new appropriations are anticipated. In the
event appropriations for direct loan assistance are authorized, OFA will provide policy and
procedural guidance.
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7. MAXIMUM MATURITIES

a Egtablishing the Repayment Period

When you establish a repayment schedule and maturity, you must consider: the borrower's
ability to repay, the use of proceeds, and the useful life of the assets being financed.

1. Egtablishing The Maturity Date

Themeaturity date for a7(a) loan is set in terms of the number of months from either
the date of Note or the date of initia disbursement to the date when fina payment is
due. A loanisnat actudly made until it is disbursed so maturity can be caculated
from the date of first disbursement.

2. Who Egablishes the Repayment Period?

SBA will only guarantee aloan when the maturity isin compliance with the
provisons of 13 CFR 120.212. SBA'sfiscal and transfer agent has refused to
accept loans into the secondary market where the maturity has exceeded the
regulatory limits. If thereisadifference of opinion on the length of the repayment
period between the Lender and SBA, agreement must be reached before loan
approva.

. 120.212 What limitsarethere on loan maturities?
Theterm of aloan shall be:
(a) Theshortest appropriateterm, depending upon the Bor rower's ability to repay;

b. The Shortest Reasonable Term

Theloan maturity must be set for the shortest term in which the borrower can reasonably
be expected to repay the loan. The maximum alowable maturities set forth below will not
be applied if the borrower can repay the loan over a shorter period of time,

Q. Canthematurity of aloan exceed the shortest reasonable term the borrower could
repay in order to accommodate alowable refinancing?

A.  No. Whileloans for refinancing must provide a subgtantid benefit as measured by
no less than a 20 percent reduction in loan payments, aloan for refinancing cannot
be approved if the maturity required to achieve the 20 percent reduction is greater
than the payback period the borrower can reasonably be expected to repay the
obligation without undue hardship.
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(b) Ten yearsor less, unlessit financesor refinancesreal estate or equipment with a useful life exceeding ten

years; and

C.

Maturity for Working Capital Loans

The maximum maturity for a non-revolving loan for working capitd is 10 years. The terms
for aworking capita loan should be based on the shortest period in which the borrower
can repay the loan, up to 10 years. If aworking capitd loan has amaturity in excess of 7
years, the loan andysis mugt justify the need and benefit to the smal business for providing
this extended term.

Maturity for Non-Red Edtate Fixed Assets

The maximum maturity for aloan used to purchase machinery, equipment, fixture, or
furniture is 25 years, but in most cases should not exceed 10 years. When maturity exceed
10 yearsfor these purposes, you must document that the reasonable economic life of the
item(s) acquired are greater than 10 years. When maturity exceeds 10 years, thefina
meaturity must be limited to the useful life of the assets being financed.

Maturity for The Acquisition or Congtruction of Red Estate

The maximum maturity for loans used to purchase exigting land and buildings, finance
condruction of afacility expangon, and/or make sgnificant rehabilitation of an existing
sructure is 25 years plus the time estimated to be reasonably necessary to complete the
congruction or renovation. Significant rehabilitation is defined as improvements that cost
at least one-third of the purchase price or of the current appraised value of the property.
The 25-year maximum maturity is not gpplicable for loans processed as Builders
CAPLines program (subpart C).

Maturity for A Loan With Mixed Purposes

When loan proceeds are used for multiple purposes (land & building, working capitd, and
meachinery & equipment), the loan can be amortized on ether aweighted average basis or
by caculating the sum of equal monthly ingtalments based on the alowable maturities of
each purpose.

Limits on Maturity

The loan maturity must not exceed the period of maximum guaranty. This prohibits such
sructures as aworking capitd |oan with a 15-year maturity and an SBA guaranty limited
to 10 years.
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() A maximum of 25 years, including extensions. (A portion of aloan used to acquire or improvereal property may
have aterm of 25 year s plusan additional period needed to completethe construction or improvements.)

h. Maturity When Refinancing Existing Assets

The maximum maturity for aloan used to refinance either real estate or acquire fixed assets
shall not exceed the remaining prudent economic life of the item(s) acquired with the
proceeds of the loan being refinanced, up to 25 years.

Regardless of the maturity for refinancing existing fixed assets or real property, the loan
analysis must justify that the asset(s) being refinanced have an economic life not shorter than
the maturity provided.

i Baloon Payments

No loan that SBA makes or quarantees can be structured with a balloon payment.

8. GENERAL POLICY ON INTEREST RATES

a Genera Rate Reguirements for Guaranty Loans

The maximum interest rate which may be established for any 7(a) guaranty loan shall be
governed by the Agency's regulations on interest rates, which shall also preempt any
provisions of a state's constitution or law. The participant establishes the interest rate on
guaranty loans, subject to SBA's maximum rates, notwithstanding any State law or
condtitutional provision to the contrary.

The basis for the SBA maximum interest rate for al guaranty loans, regardless of whether
the loan is amortized on afixed or variable rate basis, is an acceptable base rate plus
alowable spread, plus an additional variance or spread for loans of $50,000 or less (when
applicable), al of which are established exclusively by SBA. Except for variable interest rate
loans, alender must not increase the rate of interest on an SBA guaranty loan as long as the
guaranty isin effect, or increase the interest rate on the lender's share of an immediate
participation loan as long as SBA is participating in the loan.

b. Base Rate, Allowable Spread, and Allowable Variance

The base rate for al guaranteed |oans depends on whether the loan is amortized on a fixed
or variable rate basis. For loans amortized on afixed rate basis, the base rate is the low
prime rate, as published in a national financial newspaper each business day, in effect on the
date SBA receives an acceptable application. For |loans amortized on a variable rate basis,
the base rate is either the same base rate used for fixed rate loans or the "optiona peg” rate
described in paragraph 10(c) of this chapter, which is the same as stated in 13 CFR
120.214(c)
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The dlowable spread is based on the maturity of the loan. For loans with origind maturities
less than seven years, the maximum alowable rate cannot exceed 2.25 percent over the
primerate. For loanswith origind maturities of seven years or more, the maximum
alowable rate cannot exceed 2.75 percent over the prime rate. The additional spread
variance in rate loans of $50,000 or less are described in paragraph 13.

C. Determining the Date SBA Receaives an Application

The date an gpplication is received in an acceptable form determines the base rate for the
loan. The baserateis the foundation for the find rate on fixed rate loans and the initid rate
for variable rate loans.

(1) Acceptable Form

The processing office must date stamp every gpplication that it receivesin an
acceptable form on the date it arrives a the SBA office responsible for processing
the gpplication. Date samping loan gpplications must be in conformance with the
requirements detailed in Appendix 1. SBA isnot required to date stamp aloan as
officidly recaeived unless the gpplication physicaly arives at the recaiving office no
later than two hours before the norma closing time of that office, and the application
includes sufficient documents to condtitute a satisfactory application for the credit
loan program and method of ddivery loan program for which gpplication is made.
This does not mean the application has to be formaly accepted, but rather thet it
needs to contain sufficient information to be accepted. For ingtance if the
gpplication isfor a CAPLines Contract Loan the projected cash flow must be
present or, if the loan is to be processed under CLP procedures the draft
authorization must beincluded. If the obvioudy necessary documents are not
provided, the processing officeis not obligated to slamp the application as received
onthedate it arrives.

(2) Loan Authorization to Reference Application Receipt Date

The date an gpplication is received (in acceptable form) determines the base rate,
from which theinitid interest rate is established. This date shdl be referenced in the
introductory sentence of each Loan Authorization (SBA Form 529B). A lender's
date of submittal, as found on the SBA Form 4-1, shdl not be reference in the loan
authorization.

The receipt date for a PLP loan is the date the lender's request for aloan number is
received by SBA in an acceptable form.
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9. POLICY ON FIXED INTEREST RATES

. 120.213 What fixed interest ratesmay a Lender charge?
(a) Fixed Ratesfor Guaranteed Loans. A loan may have areasonablefixed interest rate. SBA periodically
publishesthe maximum allowableratein the Federal Register.

a Fixed Rates for Guaranteed Loans

The maximum rate for aloan amortized on afixed rate bass cannot exceed the suitable
base rate (WSJ Prime based on the date that the application is received), plus dlowable
spread (reference paragraph 10d., this chapter), plus alowable variance for loans of
$50,000 or less (if applicable). A fixed rate loan must not be structured with a baloon

payment.

(b) Direct loans. A statutory formula based on the cost of money to the Federal gover nment deter minesthe interest
rateon direct loans. SBA publishestherateperiodically in the Federal Register.

b. Fixed Rates for Direct and Immediate Participation Loans

The interest rate for direct loans and for SBA's share of immediate participation loansis
based on the rate in effect for the calendar quarter the loan is funded. The rate is compiled
by the Office of Loan Programs and published in the Federd Register on aquarterly basis.
The maximum alowable rate for the lender's share of an immediate participation loan is
one (1) percent below the maximum guaranty interest rate for loans with comparable
meaturities

10. POLICY ON VARIABLE INTEREST RATES

. 120.214 What conditionsapply for variableinterest rates?

A Lender may useavariablerate of interest, upon SBA'sapproval. SBA'smaximum allowablerates apply only to
theinitial rate on the date SBA received the loan application. SBA shall approvetheuseof avariableinterest rate
under thefollowing conditions:

(a) Erequency. Thefirst change may occur on thefirst calendar day of the month following initial disbursement,
using the baserate (see paragraph (c) of thissection) in effect on thefirst businessday of the month. After that,
changes may occur no mor e often than monthly.

a Frequency of Interest Rate Adjustment

The lender must specify the frequency a which the interest rate adjustment will occur.
Once done the lender has designated certain months as adjustment months. Commonly
chosen intervass (or periods of adjusment) include monthly, quarterly, and annudly. The
fird rate adjusment can be effective as soon asthe firgt day of the first month following
initid disbursement, providing this day coincides with the first day of a month designated as
an adjustment month.

Effective: 12-01-00
207



SUBPART "B" SOP 50-10(4)(B)

Subsequent adjustments may be at agreed upon intervas, i.e., monthly, quarterly, semi-
annudly, annualy or other suitable period, aslong as the frequency is no more often than
monthly. All dates of adjustment become effective on thefirst day of the month, based on
the rate in effect for the first business day of the adjustment period.

Q. An SBA guaranty loan was gpproved for the purpose of providing permanent
financing for the acquisition of a building that began congruction after the SBA loan
was gpproved. Since our |oan was approved, there have been changes to the prime
rate. Thelender asksif theinitid rate can be changed before initid disbursement so
the loan will amortize completely by maturity. Can this be done?

A.  No, the regulation does not permit dteration of theinitid rate of interest between the
time an gpplication is recelved and the first calendar day of the first month after initia
disbursement. The correction to amortization can occur within 30 days of initid
disbursement.

Once the frequency for interest rate fluctuations is set, you must establish the effective
interest rate for that period. Therate of interest for any interval becomes effective on the
firg cdendar day of theinterval. However, the actua rate which can be charged for any
given interva is not determined until the first business day of the interva and since the rate
in effect for any given business day is not known until the following business day, the actud
rate cannot be determined until the second business day of any given fluctuation period.
Therate of interest will change on the first calendar day of the month or quarter even
though the rate may not be known until the second business day of that period. Example,
if thefirst of the month is a Sunday, the base rate is the prime rate in effect on Monday.
Thisrate will be reported in the Wall Street Journal on Tuesday, the third calendar day and
second business day of the month. For example:

First Day of Month Sunday
Firg Business Day of Month Monday
Publication Date for the Rate in Effect on First Business Day Tuesday
Effective Date for Interest Rate Change Sunday

(b) Range of fluctuation. Theamount of fluctuation shall be equal to the movement in the baserate. The difference
between theinitial rate and the ceiling rate may be no greater than the difference between theinitial rate and the
floor rate.
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b.

Range of Variable Interest Rate Fluctuations

When requested by the participant, SBA will permit alender to limit the upward and
downward fluctuations by establishing a floor and ceiling provided that (1) both the ceiling
and floor are stated in the note; and (2) the difference between the sated rate in the note
and the floor is equal to or greater than the difference between the Sated rate in the note
and the celling. For example, if therate is 10 percent and the ceiling is 12 percent, the
floor must be 8 percent or lower.

(c) Baserate. Thebaserate shall bethe primeratein effect on thefirst businessday of the month, printed in a
national financial newspaper published each businessday, or the SBA Optional Peg Ratewhich SBA publishes
quarterly in the Federal Register.

C.

Base Rate - Prime or "Optiona Peg"

There are two acceptable base rates for SBA guaranty loans. Thefirg isthe low prime
rate as published each business day in anationd financid newspaper. The second is
SBA's Optiond Peg Rate, which is an intermediate-term rate calculated by SBA from the
U. S. Treasury's cost of money. SBA publishesthe Optionad Peg Rate in the Federa
Regigter at the beginning of each calendar quarter. The lender designates which base rate
will be used on ther gpplication for guaranty.

(d) Maturitiesunder 7 years. For loanswith maturitiesunder seven years, the maximum interest rate shall not

exceed two and one-quarter (2 1/4) per centage pointsover thebaserate.
(e) Maturitiesof 7 yearsor more. For loanswith maturities of seven or more years, the maximum interest rate

shall not exceed two and three-quarters (2 3/4) per centage pointsover the baserate.

d.

Designation of Spread

The lender must designate on its gpplication for guaranty the amount of the percentage
spread to be added to the base rate at each adjustment date. The spread may vary during
the life of theloan, but at no time may it exceed:

(1) 2 3/4 percent over the base rate for maturities of 7 years or longer, or

(2) 2 1/4 percent over the base rate for maturities of lessthan 7 years.

If the Base Rate is Expressed as a Range

When the published base rate is expressed in arange, e.g., 6 1/2 percent to 6 3/4 percent,
the spread will be added to the lower rate.
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(f) Amortization. Initial amortization of principal and interest may berecomputed and reassessed asinterest rates
fluctuate, asdirected by SBA. With prior approval of SBA, the Lender may use certain other amortization methods,
except that SBA doesnot allow balloon payments.

f.

Frequency of Changes to the Installment Amount

Thereisno requirement that the installment amount must change at the same frequency as
the interest rate changes. While SBA wantsto avoid circumstances where the ingta lment
amount does not cover the required principal and interest to accomplish apay out by the
scheduled maturity, SBA does not want businesses with weaker repayment or thosein a
sart up mode to be subject to uncertain installment amounts or substantial escaations
during periods of rising interest rates.

For start-up businesses or borrowers with weak cash flow, the ingtalment amount should
not change more frequently than annualy, unless the lender provides judtification to show
the borrower is adle to ded with continudly changing ingtalments.

Various Methods of Amortization

With SBA's approvd, alender may use any of the following methods of amortization to
ensure the loan pays out in atimely manner.

@

2

3)

Principal and Interest uses equa periodic ingtalments based on the initid interest
rate. When possible, loans should be repaid in equal payments of principa and
interest, whether monthly, quarterly, semi-annudly, or annudly. Only when the
needs of the smal business dictate other repayment terms should you consider
deviation.

Principal Plus Interest uses a payment schedule that provides for ingtdlments of a
fixed amount of principa plus the interest expense for the payment period. This
method is not recommended for start-up businesses as it places a greater repayment
burden on the businessin theinitid years when cash flow islikely to be the most
limited. The loan officer report mugt judtify the need when this method of
amortization is sdlected. The lender should notify the borrower of the interest change
within 30 days of each rate adjusment. However, the fluctuation of the interest rate
is not contingent on whether notice is given.

Seat Ingtd I ment Amount Higher than Needed for Amortization is used when thereis
aconcern that the interest cost will escaate over the life of the loan. To assure
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gppropriate repayment in these circumstances, the lender may opt to amortize the
loan with an ingalment amount that is based on an interest rate thet is not more than
two points higher than the initid note rate.

This method can be usad as long as the ingtdlment amount remains congtant
throughout the life of the loan. The processors report must judtify the necessity for
edtablishing a higher ingtalment amount than the sated interest rate would yield and
the authorization must clearly inform the borrower that such an ingtalment amount
has been established in the note.

(4) Changing the Ingtdlment Amount Each Time the Rate Changes dlows for the
reamortization of the note each time the interest rate is changed. Thisisthe most
popular method of amortizing variable rate |oans because it assures the lender that
the payments will be sufficient to repay the loan by the scheduled maturity. The
more frequent the interest rate can be adjusted, the more frequently the installment
amount changes. This method is encouraged for businesses with strong cash flow or
busnesslife. If used for start-up or businesses with margind repayment,
consderation should be given to lengthening the frequency of interest rate changes
s0 theimpact of changing installment amounts will be less frequent.

11. SPECIAL INTEREST RATE STRUCTURES.

a

Split Interest Rates

The participant may use different or "split" interest rates, fixed or variable, on the
guaranteed and unguaranteed portions of theloan. SBA has no objection aslong asthe
higher rate islegaly permissble and the blended rate iswithin SBA's dlowable maximum.
The split interest rate does not violate SBA's no-preference rule because the blended rate
iswithin SBA's dlowable maximum.

Fixed and Variable Rate Combinations

The participant may use afixed rate on either the guaranteed or unguaranteed portion and
avarigble rate on the other portion. SBA hasno legd objection as long as the higher rate
is permissible and the blended rate is within SBA's alowable maximum. The mixed
interest rate does not violate the no-preference rule. A split mixed interest rate isaso
acceptable.
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12.  INTEREST RATE REQUIREMENTSFOR AN SBA NOTE

a Key Elements

The following eements must be included in the SBA note:

@
2
3
(4)
Q)
(6)

Identification of the rate being used asthe base rate;

The publication in which the designated base rate gppears regularly;

The lender's permanent percentage spread to be added to the base rate;
Theinitid interest rate of the loan (from disbursement to fird adjusmen);
The date of the firgt rate adjustment; and

The frequency of rate adjustment, or interval.

13. WHAT ISTHE INTEREST RATE POLICY FOR SMALL LOANS?

. 120.215 What interest ratesapply to smaller loans?

For aloan over $25,000 but not exceeding $50,000, the interest rate may be one per cent mor e than the maximum
interest rate described above. For aloan of $25,000 or less, the maximum interest rate described above may be
increased by two per centage points.

a Loan of $25,000 or Less

For loans of $25,000 or less, the maximum interest rate may be two percentage points
higher than those stated above, i. e, 4.25 percent and 4.75 percent respectively.

b. Loan More Than $25,000, but Not More Than $50,000

For loans that are more than $25,000, but not more than $50,000, the maximum interest
rate may be one percentage point higher than those stated above, i.e. 3.25 percent and

3.75 percent respectively.
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14. WHAT ARE THE LIMITS ON DISBURSEMENTS?

a.  Thedisbursement period must be stated in the loan authorization and must be tailored to
meet the requirements of each individud loan. Theinitial disbursement period should be no
less than 2 months and must not be more than 3 months from the date of the authorization.
An exception is permitted if the purpose of the loan isto provide permanent financing for
an interim congtruction project, in which case the initial disbursement can be set for atime
period that alows for the completion of the construction providing this time period does
not exceed 12 months.  The maximum fina disbursement can not be established for more
than 12 months, unless the purpose isfor congruction or take out congtruction financing, in
which case the fina disbursement can be up to 18 months from the date of the
authorization.

b. For further quidance on extens ons to the disbursement periods, reference Subpart "A",
Chapter 5, paragraph 6h.

c.  Theimportance of establishing an gppropriate disbursement period is heightened by its
effect on the borrower's ability to change lenders. Once a guaranty loan request is
gpproved and the loan authorization issued, SBA must not accept for processing another
guaranty loan request from a second lender until the initia disbursement period identified in
the issued loan authorization has passed. The only exception to this requirement iswhen
the original lender agrees to transfer or cance their loan.

d. If thedisbursement period established in the authorization turns out to be insufficient for the

borrower, the period may be extended upon the borrower's request to the lender, if the
requirements of subpart A, chapter 6, paragraph 7d., are met.
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15. THE GUARANTY FEE POLICY FOR 7(a) LOANS

FEESFOR GUARANTEED LOANS
.120.220 Feesthat L ender pays SBA.

a Guaranty Fees

SOP 50-10(4)(E)

Participants are required to pay SBA a one-time fee in consideration for the Agency

providing its guaranty on loans the participant proposes to provide its qualified applicants.

Thisfeeisreferred to as the guaranty fee. The schedule of how the fees are to be computed

is detailed on the following chart.

(@ The Lender pays a guarantee feeto SBA for each loan asfollows:

$500,000

3.875% of the Amount
Exceeding $500,000

Maturity Length and Size Fee Measured as When Lender May When SBA
of Guaranteed Portion Per centage of Payable Get Refunds Fee
Guaranteed Portion Feefrom from
Borrower Borrower
12 Months 0.25% With When SBA If Application
or less, up to Guarantee Approves Withdrawn or
Application Loan Denied 1
More Than 12 months 2.0% Within 90 After First If Loan
and days of SBA Disbursement Canceled and
Total Guaranteed Portion Approval Never
Is$80,000 or Less Disbursed
More Than 12 Months Within 90 After First If Loan
and 3.0% Days of SBA Disbursement Canceled and
Amount of Guaranteed Approval Never
Portion of Loan That Is Disbursed
$250,000 or Less
More Than 12 Months 3.0% of 1st $250,000 Within 90 After First If Loan
and plus Days of SBA Disbursement Canceled and
Amount of Guaranteed 3.5% of balance Approval Never
Portion of L oan Between Disbursed
$250,000 and $500,000
More Than 12 Months 3.0% of 1st $250,000 Within 90 After First If Loan
and plus Days of SBA Disbursement Canceled and
Amount of Guaranteed 3.5% of next $250,000 Approval Never
Portion of L oan Exceeding plus Disbursed

1 Also, if SBA substantially changesthe Lender'sloan termsand approvestheloan, but the modified termsare
unacceptable to the Borrower or Lender. (TheLender must request refund in writing within 30 calendar days of

the approval).
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The guaranty fee isthe obligation of the lender, not the borrower. The fact that the Statute
gives lenders an option to pass the fee on to the borrower after the Agency has collected
the fee from the lender does not make this fee a borrower obligation.

The guaranty feeis based on the dollar amount of SBA's guaranteed portion, not the total
loan anount. The amount of the fee depends upon the dollar Size of the guaranteed
portion and the maturity of the loan quaranteed by SBA.

b. Computing The Guaranty Fee

The dollar amount of the guaranty fee associated with each loan SBA guarantessis
individudly computed based on the requirements specified in .120.220(a). Personnel
involved in loan funding can ascertain the Agency's computation of the fee during the
funding process. The Agency's amount will be the amount due from the lender unlessthe
office funding the loan notifies SBA Denver (By 327) that an dternative feeisdue. The
327 action to alter the fee amount needs to be sent to Denver as soon as possible after
funding, and in no case more than 10 working days after funding, in order that the
aternative amount can be understood and accepted by the Agency before the lender
makes payment or is sent anotice.

The office processing the loan (except for |oans processed under a Delegated Authority
Program) shdl use the fee amount which the Agency's database computes on the
respective loan authorization unless an dternative fee amount is required by policy. When
an dternative amount is necessary, the processing office shdl follow the procedures
detailed below.

C. Guaranty Fee Discrepancies

The Agency's database computes one guaranty fee per loan. This computation is made
without any consideration for any other existing or companion loans. The amount which
the Agency computes becomes the amount the lender is expected to pay. If the office
funding a 7(a) loan disagrees with the dollar amount the Agency computed, they must
notify the Denver Action Desk by 327 action that the fee has to be changed. Only Denver
can change the guaranty fee amount. The funding office must send the 327 action to
Denver. This action explains the reason for the dteration and shows the caculations to
support the change.
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d.

Due Date for Guaranty Fee Payment

Thelender must pay the guaranty fee to SBA as stipulated in 13 CFR .120.220(a).

SOP 50-10(4)(E)

(1) Loanswith maturitiesin excess of 12 months require payment of the guaranty feeto

SBA within 90 days of the date of loan approval. Thereisno waiver of thisrule.

(2) Loanswith maturities of 12 months or less reguire the Lender to remit the fee with

the request. Processing shal not commence without receipt of the fee. Except for

short term loans processed under PLP procedures (reference Subpart D", Chapter

3, paragraph 7(b)(1)) this requirement can not be waived.

This fee must be sent to the office processing the application (except PLP and

SBAEXpress).

Upon approval, SBA will forward the guaranty fee to SBA Denver.

No Authority existsto alter or waive the due date for guaranty fee payment.

Method of Guaranty Fee Payment

It isthe Agency's god to collect al quaranty fees via dectronic commerce. However, this

is currently not possblein al cases. For loans with maturitiesin excess of 12 months, the

guaranty fee can and should be remitted dectronicaly by al participants classfied as an

dectronic commerce trading partner of SBA. For lenders not so classfied, the Agency

will continue to accept lender checks for payment of the required fee on individua loans.

The collection of the required guaranty fee in the following circumstances has to be done

menudly:

(1) Loanswith origind maturities of 12 months or less;

(2) Loanswherethe SBA shareis being increased:

(3) Loans being renewed where the maturity goes from 12 months or less to over 12

months,

(4) Loanswherethe guaranty is being reinstated because it was previoudy cancdled

due to non payment of the required fee in the required time.

In these cases, the required guaranty fee must accompany the action request. Without the

check, the action must not be processed or approved by SBA.
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SBA offices should only receive guaranty fee payments for the four circumstances

referenced above. In al other cases the lender should be instructed to send the fee either
dectronically or via check directly to DFC.

The guaranty fee remittance received by DFC mugt always reference the SBA loan

number. Unless otherwise specified, the Lender must send thisfeeto: SBA, Denve,
Colorado, 80259-0001.

In cases involving two or more loans with maturities of 12 months or more that are

approved within 90 days of each other, the guaranty fee has to be manudly computed
(reference subparagraph "'qg" of this paragraph. The lender should be instructed to send the
guaranty fee to DFC via either dectronic payment (if available) or by check.

In cases where the amount recelved is in excess of the computed amount due, thefield

®)

office will be natified by DFC of this excess and informed that the processing office should
coordinate any adjustments for collection and proper alocation of fees with DFC.

If the guaranteefeeisnot paid, SBA may ter minate the guarantee. The Borrower may use working capital
loan proceedsto reimbursethe Lender for the guaranteefee. Acceptance of the guar antee fee by SBA shall
not waive any right of SBA arising from the Lender's misconduct or violation of any provision of thispart,
the guarantee agreement, the Authorization, or other loan documents.

f.

Effect of Fee Non-Payment |

If the guaranty fee is not paid within the required time frame of 90 days, the guaranty will

be automaticaly cancdled, and the funds reserved for that loan will be returned to the
generd account to become available to fund other loans.

The SBA holds that the timely payment of the guaranty feeis a requirement for the

guaranty to bein effect. For dl 7(a) loans with maturities in excess of 12 months, the
participant's obligation to pay the fee commences on the day SBA authorizes the guaranty
and concludes 90 days thereafter. The participant's responsbility to pay the fee on loans
with maturities of 12 months or less must be satisfied before loan processing can
commence.

If the guaranty feeis not paid within these time parameters, the Agency will proceed to

cancel the guaranty previoudy issued.

Alternative Guaranty Fee Payment Plan |

The lender may remit the guaranty fee payment for al loanswith ameaturity exceeding 12 |
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months through an Automated Clearing House (ACH) process providing the lender has
executed a Trading Parthner Agreement for ACH exchange. Contact the Denver Action
Desk for more informeation.

h.  First Notice of Fee Payment |

The SBA Authorization isthe lendersfirg notification that a guaranty feeis due and
payable within 90 days of approva. This document informs the lender of the amount of this
fee. If for any reason the fee amount cited in the authorization is not in conformance with
Agency regulation or policy, and should misrepresent the actua fee amount due, the lender
is not relieved of their repongbility to remit the correct amount based on these same
policies and regulations.

i.  Automatic Notification of Fee Requirement |

SBA desiresto inform each participant when the fee remains unpaid (not received by
SBA) within the required time frame._ This natification is given as a courtesy, and isnot a
requirement. Neither the issuance of any notice of non-payment by SBA nor the receipt of
any notice of non-payment by the participant waives the lender's obligation to pay the fee
within 90 days of approval. In addition, the obligation to pay the quaranty feeto SBA is
not contingent upon the applicant/borrower having paid the fee to the lender.

(1) Second Notice of Fee Payment (Automatic) |

If the payment of the guaranty fee has not been processed by the end of the 90th
day following the date of |oan approva, SBA will generate a"Notice of Overdue
Guaranty Fee' and send it to the lender. Such anotice will dso be sent if the amount
of thefee recaived is less than the required amount. SBA intends to generate and
send the notice 91 days after approva when there has been no fee posting Signifying
receipt of the guaranty fee.

The natice will identify the loan by lender, applicant name, SBA loan number,
approva date, and the amount of the fee that remains outstanding, plus the
appropriate SBA office adminigtering the loan.

The lender will be notified that they are required to pay the specified fee and that it
must be sent directly to the Denver Finance Center (DFC) within 120 days from the
date of approval, which should be approximately 21 days from receipt of this
notice. The notice will advise the lender that fallure to pay the fee within thistime
frame will reault in the automatic cancdlation of SBA's guaranty for that particular
loan.

In addition the notice will inform the lender that they should contact the appropriate |
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SBA officeif there are any questions regarding the payment of the guaranty fee. |

Noatification will aso be provided to the SBA fidd office which processed the

(2)

request (except for loans processed in the PLP and LowDoc Processing Centers)
0 they may know which lenders are falling to remit guaranty feesin atimely
manner. For loans processed under PLP or LowDoc procedures, the notification
of ddinquent fees will be provided to the appropriate Commercid Loan Sarvicing
Center.

Field Office Follow-Up Responsibilities |

The SBA office administering the loan must contact the lender by tdephone to

ensure that the regponsible individua is aware of the pending cancdllation, confirm
that the guaranty fee was not received from lender, and inquire asto lender's
intentions.

The SBA saff person making contact with the lender must note in the Ddinquent

(©)

Loan Callection System (DLCS) the date and time of contact, name and title of
lender contact and a summary of the lender's statement regarding its intentions.

Cancdllation Notice (Automatic) |

If the full guaranty fee remains unpaid by the beginning of the 121t day from

approva, the guaranty will be automatically cancdlled. The amount of the cancelled
appropriations will not be held in abeyance for subsequent reingatement. A
"Cancdlation of Loan Guaranty" notice will be sent to the lender, with notice to the
appropriate SBA field office. This notice will advise the lender that:

(8)  The guaranty fee has not been paid in full to SBA,; |

(b)  Theamount owed to the Agency; |

(¢)  Theqguaranty which SBA previoudy authorized has been cancelled; |

(d) Thenameof the SBA fidd office that the lender should contact if they have

(4)

any questions regarding the guaranty fee.

Reinstatement of Guaranty After Cancdllation |

SBA may, at its sole discretion, consider and take action to reinstate a cancelled

quaranty. Such an action must be requested in writing, the lender must certify that
there has been no adverse change to the condition of the applicant, and funding must
be avallable.
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Participants must make awritten request for reingatement of the guaranty. The
request must be sent to the SBA office administering the loan. Thisis true
regardless of processing procedures (e.g. Standard, CLP, PLP, LowDoc,
SBAEXpress, PCLP, etc.) used to initidly authorize the guaranty.

Payment of the full fee must accompany the request for reingatement. SBA shdl
not initiate the reingatement unless the guaranty fee has been received. The request
from the lender must include a certification that the lender has no knowledge of any
adverse change to the condition of the applicant concern since the origind
application submisson. Reingtatement will require the use of the Agency's computer
accounting system and a 327 action.

i.  Extension of the Guaranty Fee Due Date |

Extensions to the date the guaranty fee is due are not permitted and this regulation can not
bewaved. SBA shdl callect dl guaranty fees within the dlotted time frame of 90 days
from the date of approva for al loans with an origind maturity exceeding 12 months.

k. Cancellation of Guaranty For Partial Fee Payment |

SBA will dso cancd aloan's guaranty when thefeeis only partidly paid. Lenders should
recaive a"Notice of Overdue Guaranty Fee' when the amount paid is less than the amount
due. Offices processng these loans will be natified and must update the DLCS system.

Cancdllation of aloan where the guaranty feeis only partidly paid will aso occur on the
121t day from approval.

l. Additional Guaranty Feefor Loan Increases |

When a 7(a) loan is increased, additiona appropriations are committed, and an additional
guaranty fee is mogt likely due (reference Q& A number 5 in Subpart "A", Chapter 6,
paragraph 10). Increases are funded with gppropriations from the current fiscd year. The
computation of the additiona feeis based on the rulesin effect at the time the loan was
originaly gpproved, even if the funds come from a different fisca years appropriation.
Therefore, the amount of the additional guaranty fee due for an increase will equa what the
guaranty fee would have been if the increase was part of the origina |oan amount, based
on therulesin effect at the time the loan was originally gpproved, less the amount of the
origind fee (if dready remitted).

The additional guaranty fee associated with the increase must be submitted to and received |
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by the SBA office processing the request for increase. Without the additional fee, the
request will not be processed.

m.___ Additional Guaranty Fee for Loan Renewals (Short Term Loans Only) |

A renewd is defined as the lengthening of the period of repayment, and the continuation of |
the established conditions. Renewas are provided to revolving loans that have reached
sated maturity in order to permit both disbursement and repayment to continue. When a
7(a) loan is renewed, no additiona guaranty feeis due, unlessthe renewd aso extendsthe
meaturity from 12 months or less to amaturity exceeding 12 months*.

Under these circumstances, the guaranty fee will be recomputed and charged the lender
according to the requisites of sub paragraph 15e above. EWCP |oans may be exempt
from this requirement. Reference Subpart C, Chapter 1, paragraph 6.

* This additiona fee must accompany the request to extend maturity past 12 months.
The lender may pass this expense through to the borrower at the time of any
dishursement made after the origind maturity date, providing SBA has sent notice to
the lender that the maturity renewa has been approved.

n__ Additional Guaranty Feefor Maturity Extensions |

An extenson is defined as the lengthening of the period of repayment in order to |
accommodeate the ultimate completion of payment process. Extensions are provided on
loansin a payment only mode (no disbursements). There are no additiona guaranty fees |
for an extenson regardless of the origina maturity.
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O.

Limits on Additional Guaranty Fees |

No additiona guaranty feeswill be charged for loans:

(1) Extended beyond ther origina maturity date to effect collection where no new funds
are disbursed, regardless of the origina maturity; |

(20 Renewed beyond ther origind maturity date to permit additional disbursements and
repayment if the maturity was dready more than 12 months.

Guaranty Fee Rebates |

The guaranty fee may be rebated back to the lender on loans with maturities in excess of

12 months only when there has been no disbursement of the loan and the lender writes
SBA requesting cancellation of the guaranty.

Once aloan with amaturity exceeding 12 months has been initidly disbursed, no rebate is

permitted. This rule diminates the posshility for a partid rebate of thefeeif theloan is
only partidly dishursed and some amount is cancelled after initid disbursement. Thisrule
does dlow for apartid rebate if the amount not needed is cancelled by SBA prior to initid
disbursement.

No rebate is permitted on aloan with a maturity of 12 months or less regardless of

whether it is disbursed or partidly cancdled prior to initid disbursement. However, if the
loan is approved on terms that are significantly different than those requested by the lender,
arebate is permitted providing the lender writes to cancd the loan and request arebate
within 30 caendar days of approvd. |f the loan is declined, the fee check will be returned
to the lender.

SBA requires a 327 action to effect a cancdllation and rebate. Modification to the

Agency's computer to reflect this change shal be made at the office taking the action to
effect the cancdllation and generate arebate.

Guaranty Fee For Multiple Loans |

Whenever one borrower, including its affiliates, receives more than one loan with maturities

exceeding 12 months within 90 days of each other, dl the loans shdl be treated as if th