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BY THE COMPTROLLER CENERAL

Report To The Congress
OF THE UNITED STATES

SBA'’s 7(a) Loan Guarantee Program:
An Assessment Of Its Role In The
Financial Market

The Small Business Administration’s 7(a) Loan Guarantee
Program, which enables commercial lenders to provide
long-term loans to new and expanding small businesses, is
one of the Federal credit programs proposed for budget
cuts. GAO looked at the 7(a) program’s role in assisting
small businesses.

This report

--discusses factors that limit long-term lending by
commercial banks to small businesses and how the
7(a) program helps lenders fill this “credit gap”’;

--explains how the secondary market process, wherein
lenders sell the guaranteed portion of 7(a} loans to
private investors, helps provide additional capital for
other small business borrowers; and

--presents a detailed analysis of SBA’s interest rate
policy for 7(a} guaranteed loans.

Recommendations and alternatives are presented to the
SBA Administrator and the Congress to improve the 7(a)

Loan Guarantee Program’s responsiveness to small busi-
nesses’ financial needs.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON:-D.C. 20548

B-211033

To the President of the Senate and the
Speaker of the House of Representatives

This report discusseg the role of the Small Business
Administration's (SBA's) 7(a) Loan Guarantee Program in assist-
ing small businesses. It points out that recent administration
proposals to reduce the program's funding could weaken SBA's
ability to help small businesses obtain long-term financing.

The report also explains how lenders can obtain additional funds
for small business lending by selling SBA loans to private in-
vestors. Finally, the report addresses the need for SBA to
change its interest rate policy on guaranteed loans.

We initiated this review to determine how the 7(a) program
interacts with the credit market in financing small business
ventures. Subsequently, the Chairman, Senate Committee on Small
Business, asked us to respond to several questions concerning
the program, sales of loans to investors, and SBA's policies
on regulating interest rates.

We are sending copies of this report to the Chairmen of
the House and Senate Committees on Small Business; the Director,
Office of Management and Budget; and the Administrator, SBA.

b Bl

Comptroller General
of the United States






COMPTROLLER GENERAL'S SBA's 7(a) LOAN GUARANTEE

REPORT TO THE CONGRESS PROGRAM: AN ASSESSMENT OF
ITS ROLE IN THE FINANCIAL
MARKET

The Small Business Administration's (SBA's)
primary lending program enables commercial
lenders to make long-term loans to small
businesses which SBA guarantees to repay in
the event of borrower default. The program is
authorized by section 7(a) of the Small
Business Act of 1953,

The administration is considering reducing the
7(a) program's budget from about $3 billion to
about $1 billion over the next 5 years. These
reductions could seriously weaken lenders'
ability to respond to small businesses in need
of long-term financing,

GAO initiated a study to determine how the
7(a) program interacts with the credit market
in financing small business ventures. After
the study had started, the Chairman, Senate
Committee on Small Business, asked GAO to
respond to several issues concerning the role
of the 7(a) loan guarantee program, the
selling of loans to private investors, and
SBA's policies on regulating interest rates.
(See app. I.)

SMALL BUSINESSES BENEFIT
FROM 7(a) GUARANTEED LOANS

GAO sent questionnaires to 951 lenders partic-
ipating in the program to determine what role
the SBA guarantee plays in their small busi-
ness lending practices. These lenders were
scientifically selected from among 8,900
lenders that made SBA-guaranteed loans dur-
ing fiscal years 1979-81 to include a repre-
sentative number of small, medium, and large
banks.

GAO received and analyzed 739 responses.

These responses showed that the SBA guarantee
was an important factor in banks' decisions to
lend to new businesses and to businesses with
less equity than banks usually require. About
82 percent of lenders responding indicated
that 7(a) ygyuaranteed loans either would not
have been made without the SBA guarantee or
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would have been made on more stringent terms.
Several lenders also cited examples of how 7(a)
loan assistance helped small businesses pro-
vide jobs. (See p. 18.)

Banks are more willing to make longer

maturity loans to small businesses with the
guarantee. For example, lenders responding to
GAO estimated that 74 percent of SBA guaran-
tees carry maturities of 6 or more years,
whereas only 15 percent of non-SBA small busi-
ness loans carry such lengthy maturities.
Long-term loans help small businesses to
maintain an adequate cash flow. (See p. 21.)

The guarantee increases banks' ability and
willingness to make larger loans because the
guaranteed portion of the loan does not count
against federally regulated lending limits.
Some 43 percent of responding lenders said the
guarantee enabled them to make larger loans
than otherwise permitted by bank policy or
Federal regqulations. (See p. 23.)

Although banks are using the program to make
larger loans, only 28 percent believe that the
guarantee limit should be increased from
$500,000 to about $900,000. On the other
hand, a majority of banks indicated that their
participation in the 7(a) program would not be
affected if SBA reduced the guarantee percent-
age from 90 to 80 percent. However, it is
possible that such a reduction could have some
adverse effect on marginal borrowers. (See

p. 25.)

Losses on 7(a) guaranteed loans have been
steadily increasing. Accordingly, SBA is
emphasizing higher quality lending practices
to reduce these losses. However, comments
from banks and SBA officials indicate that in
certain instances quality standards may have
been overemphasized. Because higher quality
standards are a recent initiative, it is im-
portant that SBA review field office practices
to see whether they are being consistently
followed. (See p. 32.)

SBA has not collected program demand data
needed to estimate the impact of the adminis-
tration's proposed budgetary reductions on
small businesses' ability to obtain long-term
loans. Such information is needed to assist
the Congress and the administration in
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deciding the program's proper size in the
context of overall Federal credit policy.
(See p. 25.)

SECONDARY MARKET POTENTIAL

NOT FULLY DEVELOPED

Lenders can sell the guaranteed portion of SBA
loans to investors in the secondary market and
thus rapidly recover 90 percent of their
funds. These funds can be reloaned to other
borrowers, including small businesses. 1In
practice, only about 15 to 20 percent of
guaranteed loans have been sold because many
lenders have not needed more capital due to a
depressed economy. (See p. 46.) Neverthe-
less, the secondary market process has the
potential for helping more small businesses if
SBA makes administrative improvements.

Lenders sold about $1.5 billion in SBA loans
in the secondary market during the last 3 fis-
cal years. GAO estimates that about $400
million may have been recycled to small busi-
nesses. Lenders who have been active in the
secondary market said that it has enabled them
to use the proceeds from the sales to make
more small business loans. Other benefits of
the secondary market are that by preselling
the loan to an investor for a specified rate,
lenders can offer fixed rate loans and lower
interest rates. The secondary market also
enables lenders to make loans for longer terms.
(See p. 38.)

The secondary market process needs improvement
in a number of areas. Investors buy loans at
lower interest rates than lenders charge the
borrower. The lender keeps the difference in
interest rates as a fee for servicing the
loan. The fee is determined more by the
interest rate that the investor is willing to
accept than the lender's servicing costs.
Therefore, lenders can significantly increase
their profits on SBA-guaranteed loans through
secondary market sales. Although some lenders
have used this process to reduce small
business borrowing costs by reducing the rate
they charge on a loan, most have not. (See

p. 48.)

Concerns over inconsistencies in the way

interest payments are calculated on SBA-
guaranteed loans, lack of timely payment,

iii



and other administrative problems have caused
some investors to discontinue purchases. (See
p. 58.)

SBA oversight of the secondary market process
has been hampered because (1) records on sales
are inaccurate and incomplete, (2) staff roles
and responsibilities have not been clearly
defined, and (3) goals and objectives for the
process have not been formalized. (See

PP. 44 and 62.)

ALTERNATIVE INTEREST RATE POLICIES
FOR SBA~-GUARANTEED LOANS

GAO assessed whether or not SBA should
continue to set an interest rate ceiling and
concluded that the decision to retain or
eliminate the ceiling is a policy matter that
the SBA Administrator should decide. However,
GAO believes SBA can improve its method of
calculating the ceiling, if retained.

SBA currently uses the prime rate--a short-
term interest rate--as its benchmark for
calculating the maximum rate allowed on fixed
and variable rate loans. SBA should discon-
tinue using the short-term prime rate as a
benchmark for fixed rate loans because it

has the interest rate risk of long-term debt.
SBA should instead ensure that its fixed rate
loans are priced consistently with other
long-term debt. Treasury notes and bonds of
comparable maturity, or other long-term
instruments, are more suitable benchmarks for
fixed rate loans. (See p. 72.)

Variable rate loans, regardless of their
stated maturities, have an interest rate risk
similar to short-term loans because interest
rates can be adjusted quarterly. GAO identi-
fied the prime rate, large Certificates of
Deposit, and Treasury bills as suitable bench-
marks for variable rate loans. (See p. 76.)

MATTER FOR CONSIDERATION BY THE SENATE
AND HOUSE COMMITTEES ON SMALL BUSINESS

GAO suggests that the committees propose
legislation requiring SBA tc accumulate and
integrate loan demand data into future 7(a)
budget proposals. This data, based on past
and forecasted economic conditions, would give
the committees a better basis for establishing
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future program authorization levels. (See p.
37.})

A W Y B e B WS M e o oy

RECOMMENDATIONS TO THE
SBA ADMINISTRATOR

GAO is recommending improvements to the 7(a)
Loan Guarantee Program designed to ensure con-
sistency among SBA district offices in applying
loan quality standards and to improve the

budget process by accumulating data on 7(a) loan
applications, approvals, and rejections to
project future demand for 7(a) loan assistance.
(See p. 36.)

Recommendations for improving the secondary
market process include formalizing its goals
and objectives, developing better recordkeeping
procedures, clarifying methods for calculating
interest rates, and using the process to offer
small businesses the option of fixed rate
financing. (See p. 66.)

GAQO is also recommending changes to SBA's
current interest rate policy to better ensure
reasonableness. (See p. 83.)

SBA COMMENTS AND
GAO's EVALUATION
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1 service fees based on loan size, the
length of time the loan is held, whether the
loan is sold at a premium, and whether the
lender expects to perform extraordinary
servicing. (See p. 67.)
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CHAPTER 1

INTRODUCTION

The Small Business Administration (SBA) was established in
1953 to serve and represent small businesses and from its incep-
tion has provided financial assistance to small businesses.
SBA's major financial activity--the 7(a) Loan Guarantee Program
--permits lending institutions to make loans to small busi-
nesses which SBA guarantees to repay if the borrower defaults.
In the past 5 years over 105,000 7(a) guaranteed loans totaling
$12.4 billion were made to small businesses.

The program also allows lenders to sell the guaranteed
portion of the loan to private sector investors. This process,
commonly called the secondary market, enables lenders to tap
into i1nvestment sources such as insurance companies, pension
funds, and money market funds that traditionally do not lend
directly to small businesses. This additional financing can
then be recycled by the lenders to other small business
borrowers.

This report examines how SBA's 7(a) Loan Guarantee Program,
in concert with the secondary market process, meets the credit
needs of many small businesses that private lending institutions
are generally unwilling to finance. This report also contains a
detailed analysis of SBA's policy for regulating interest rates
on 7(a) guaranteed loans.

THE 7(a) LOAN GUARANTEE PROGRAM

In the 1930's, 40's, and early 50's the Department of
Commerce, the Federal Reserve Board, and others conducted inde-
pendent studies of small business financing. These studies
concluded that a serious credit gap existed for small and medium
size businesses because their access to equity and bond markets
was limited and banks were generally reluctant to lend them
money on a long-term basis. Section 7(a) of the Small Business
Act, as amended (15 U.S.C. 636(a)), authorized SBA to make
direct loans or to guarantee loans made by private lenders to
small businesses that cannot otherwise obtain reasonable financ-
ing. The 7(a) program offers repayment terms and collateral
requirements that better fit the borrower's needs than might be
obtainable under usual bank policy and transfers the major risk
of borrower default from the private lender to SBA.

SBA administers the 7(a) Loan Guarantee Program through
its headquarters office, 10 regional offices, and 86 district
and branch offices. The network of district offices is respon-
sible for day-to-day operation of the 7(a) program. Within the
district office:



--The financing division reviews loan application
packages and recommends approval or disapproval
of loan applications.

--The portfolio management division services loans,
refers loans to the management assistance division,
and represents SBA at foreclosures.

Headguarters develops and recommends agencywide program poli-
cies, reviews and evaluates program effectiveness, and provides
technical assistance to the regional and district offices.

Processing 7(a) loan guarantees

The 7(a) locan guarantee system consists of three principal
parties--SBA, the small business borrower, and the private len-
der. The private lender, generally a commercial bank, plays the
central role in the loan delivery system. The borrower usually
submits the application to, receives the loan funds from, and
makes payments to the lender.

Private lenders make the initial review of the loan appli-
cation. The lender then forwards the application and supporting
documents to the local SBA district office. SBA requires the
lender to certify that credit is not available elsewhere at
reasonable terms and that the loan will not be made without the
SBA guarantee. The application package also includes the len-
der's evaluation of loan benefits and the applicant's ability to
repay the loan, the adequacy of the collateral securing the
loan, and any other pertinent loan comments.

SBA must determine whether or not a 7(a) locan should be
approved. SBA loan officers perform a detailed analysis of each
application in addition to the lender's evaluation. This analy-
sis includes determining the applicant's eligibility for a 7(a)
loan, ability to repay the loan, and capability to obtain funds
without a guarantee. The adequacy of collateral pledged to
secure the loan and the applicant firm's management personnel
are also evaluated. The loan officer prepares a report on the
analysis and recommends loan approval or denial.

After approving a guarantee loan, the SBA district office
notifies and provides the lender with the legal documents needed
to close the loan. The lender can then disburse the loan funds
to the small business borrower. SBA guarantees 90 percent of
loan amounts under $100,000 and from 70 to 90 percent for loans
exceeding this amount. SBA has a $500,000 guarantee ceiling for
one loan or total of loans to one borrower. The guarantee
pledges the full faith and credit of the United States and obli-
gates SBA to purchase the guaranteed portion of the lcan from
the lender upon borrower default.



GROWTH OF THE LOAN GUARANTEE PRdGRAM

The 7(a) Loan Guarantee Program grew rapidly until fiscal
year 1973, as shown in table 1. Since then, the program's
overall growth has slowed. As discussed in a previous GAO
report! general economic conditions were largely responsible
for fluctuations in program activity between 1973-80. The
business recession was primarily responsible for the sharp
decline in the number of 7(a) guarantee loans made during 1974
and 1975. Likewise the decline in 7(a) loans for fiscal year
1979 can be partly attributed to uncertainty with the economy
and high interest rates. According to SBA and bank officials,
the sharp drop during 1981 and 1982 reflected volatile interest
rates, depressed economic conditions, and the administration's
emphasis on reducing SBA loan defaults by tightening credit
checks on 7(a) loan guarantee applicants.

1"SBA's Pilot Programs To Improve Guaranty Loan Procedures Need
Further Development" (CED-81-~25, Feb. 2, 1981).



Table 1

7(a) GUARANTY LOANS MADE PER YEAR

25000
B 24164 24106

24000 23383
23000 ‘ 22806
22000 [
21000
20000
19000
18000
17000
16000
15000
14000
13000
12000
11000
10000
9000
8000
7000
6000
5000
4000
3000
2000
1000

1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976* 1977 1978 1979 1980 1981 1982
FISCAL YEAR

*Transitional quarter, July 1 to September 30, 1976, was eliminated




Until 1979, increases in loan approvals paralleled
increases in budget authority with the one exception being
1975 when both budget authority and loan approvals signifi-
cantly decreased, as shown in table 2.

Table 2

APPROVED 7(a) GUARANTY LOANS COMPARED TO BUDGET AUTHORITY
AVAILABLE FOR FISCAL YEARS 1974-82

Dollars (Billions) Dollars (Billions)
4.0 - - 4.0
3.8 4 @, - 3.8
3.6 ) - 3.6
3.4 - 3.4
3.2 4 - 3.2
3.0 - - 3.0
2.8 1 - 2.8
2.6 4 - 2.6
24 4 - 2.4
2.2 4 L 2.2
2.0 1 - 2.0
1.8 - L 1.8
1.6 47 - 1.6
1.4 - 1.4
1.2 4 - 1.2
1.0 4 - 1.0

.8 - .8
6 - - 6
4 - - 4
2 4 - .2
0 0

1974 1975 1976* 1977 1978 1979 1980 1981 1982
FISCAL YEAR

Approved 7(a) guaranty foans.
. 7(a) guaranty loan budget authority.

*Transitional quarter, July 1 to September 30,1976, included.



THE SECONDARY MARKET
FOR SBA-GUARANTEED LOANS

The secondary market is a process designed to permit a
lender to sell the guaranteed portion of an SBA loan to an
investor. Secondary market sales of SBA loans have been per-
mitted since 1972, 1Initially, there was little lender interest
in the process and little promotion of it by SBA. However, in
the mid-1970's, SBA placed more emphasis on the process and
established a position--~Director of Secondary Markets--to pro-
mote and improve it.

SBA identified two informal objectives for authorizing the
sale of its loans in the secondary market. The first is to
increase the flow of capital to the small business community by
allowing lenders to sell the guaranteed portion of loans to
investors who are not normally direct lenders. The second is to
lower the cost of borrowing to small businesses. SBA believes
that lender competition for small business loans will increase
because the secondary market improves lender liquidity and
yields. SBA expects that increased competition will lower
borrowing costs while making more funds available to small
businesses.

How the secondary market operates

A lender that wants to sell the guaranteed portion of a
locan looks for an investor either directly or through a
broker/dealer. After an investor is found, a sales agreement is
prepared and signed by the lender and the investor. It is then
submitted to the local SBA district office for review. After
SBA determines that the loan is properly closed and disbursed,
payments are current, and there is no indication of impending
problems, SBA signs the agreement. By signing the agreement,
SBA guarantees the payment of loan principal and interest to the
investor should either the borrower or lender default.

After selling the loan, lenders continue to be responsible
for servicing the entire loan including the guaranteed portion
sold in the secondary market. The lender's level of profit-
ability on a sale is determined by the difference or spread
between the interest rate charged the small business borrower
and the interest rate accepted by the investor. This spread is
commonly referred to as the lender's servicing fee.

At the option of the lender and the investor, either of two
methods can be used to execute the sale. Under the first method
the lender, investor, and SBA sign a secondary participation
guarantee agreement (SBA form 1084). The investor then receives
all loan documentation, including the loan note, and the lender
remits payment directly to the investor. Under the second



method the lender, investor, and SBA sign a secondary partici-
pation guarantee and certification agreement (SBA form 1086).
The lender then provides the loan documents to SBA's fiscal
transfer agent (FTA) which holds these documents for the inves-—
tor. The lender also remits payments to the FTA which in turn

forwards them to the investor. The advantages of the second
method are:

--It allows lenders to remit to the FTA and
investors to receive from the FTA a single
payment on all loans sold or purchased.

--It allows investors to simplify their files
because the loan document package is replaced
by a single certificate as evidence of ownership.

--The certificate can be transferred to another
investor somewhat more easily than the entire
loan document package.

Since 1979 SBA's designated FTA has been the Bradford Trust
Company of New York. In return for its services the FTA deducts
a fee of one-eighth of 1 percent of the outstanding balance of
the guarantee from each payment passed through to the investor.
In addition, it charges a one time fee of one-sixteenth of 1

percent of the guaranteed principal amount of the loan to issue
the certificate.

The following diagram illustrates the secondary market
process, using the example of a $100,000 loan, l1l0-year term,
13-1/2-percent interest rate, and the 90-percent guaranteed
portion sold by a lender/servicer who retains one-half percent
of the outstanding balance for servicing.



SMALL BUSINESS

$1,522/Month Payment
$100,000 Loan @ 13 1/2% Interest Rate

$1,493/Month Payment

@ 13% Rate (Lender/Servicer
LENDER/ Retains $29/Month Servicing Fee)
SERVICER =

$90,000 Gtd. Partion

Sold to Broker/Dealer $90.000
1/16% of
Principal
BROKER/ : to lssue
DEALER  |$90,056 Certificate
FTA %86 ...
1/8% of
Outstanding
Investor Pavs 90,000 Gtd. Portion fB::aS'ziicing
Dealer $90,056 Sold to Investor ($8/Month)
Plus Mark-Up

INVESTOR fo ™ .
$1,485/Month Payment
@ 12 7/8 % Rate

OBJECTIVES, SCOPE, AND METHODOLOGY

Our initial review objectives were to

--examine how the secondary market in SBA-
guaranteed loans operates,

~--assess whether small businesses are benefiting
from the secondary market, and



--determine whether improvements to the secondary
market are needed to increase 1its responsiveness
to small businesses.

During our review the Senate Committee on Small Business
requested that our study be expanded to include an assessment of
several policy issues affecting SBA's loan guarantee programs.
These issues included determining the overall importance of the
SBA guarantee to the willingness and ability of commercial banks
to lend to small businesses; determining to what extent, if any,
the SBA guarantee program affects the "credit market" or the
ability of small businesses not using the program to obtain
credit; and identifying options for regulating interest rates on
SBA-guaranteed loans.

The committee's letter dated July 28, 1982 (see app. 1),
stated that it was requesting that we pursue these additional
issues because of its concern over recent reductions in the loan
guarantee authority and proposed revisions to interest rate
regulations. Our study of the secondary market, which is
entirely dependent on the basic guarantee program, provided an
excellent mechanism to respond to the committee's request.

To accomplish our original objectives as well as those
requested by the committee, we met with and collected data from
commercial bankers and their trade associations, nonbank partic-
ipants in the guarantee program, brokers and dealers, and
investors in SBA-guaranteed ldoans. We also met frequently
throughout the course of our review with SBA's Director for
Secondary Market Operations and senior SBA headquarters offi-
cials, including the Assistant Deputy Administrator for Invest-
ment; the Director, Office of Finance; and the Director, Office
of Program, Policy, and Evaluation.

We developed a survey questionnaire that was sent to a
nationwide sample of 951 commercial banks that made loans
through SBA's guarantee program during fiscal years 1979-81.
For this purpose banks were divided into three groups--those
with total assets under $100 million, those with assets between
$100 million and $1 billion, and those over $1 billion. The
reason for grouping the banks was to minimize the sampling
errors of the estimates. Questionnaires were sent to all banks
for which total assets were over $1 billion and were sent to
independently selected random samples of banks in the other two
groups. Of the 951 questionnaires mailed, 739 usable responses
were received for an overall response rate of 78 percent. The
questionnaire was designed to determine

--how the SBA guarantee affects banks' decisions
to lend to small businesses,

--why banks choose to either sell or not sell SBA
loans in the secondary market,



--how the guarantee program affects bank lending
to other small business borrowers, and

--what changes to the guarantee program and secondary
market would be desirable.

A detailed explanation of our sampling methodology is contained
in appendix II. The questionnaire and a summary of banks'
responses 1is contained in appendix III.

We supplemented the data collected through the question-
naire with discussions with Federal banking officials and visits
to 20 banks of varying sizes that were active in the guarantee
program. We collected data on Federal bank regulations that
constrain commercial bank small business lending, and we dis-
cussed how the guarantee and secondary market overcome these
constraints. To gain a further understanding of banks' use of
the guarantee program and the secondary market, we visited SBA
offices in Chicago, Illinois; Clarksburg, West Virginia; Colum-
bus, Ohio; Indianapolis, Indiana; Madison, Wisconsin; and Phila-
delphia, Pennsylvania. Discussions were held with senior SBA
field staff and data was obtained pertaining to each of the
review objectives.

We contacted nine of the largest investors in SBA loan
guarantees to determine their attitudes toward the guarantee and
the secondary market process. Our survey of investors consisted
of a series of guestions that we developed with the help of a
major broker/dealer. We collected data on investors' reasons
for purchasing SBA~-guaranteed loans, problems they experienced
with their purchases, and changes that would improve the
attractiveness of SBA loans as an investment. We also discussed
with brokers and dealers how the secondary market functions and
possible improvements.

We analyzed SBA data on over 71,000 loan guarantees made
during fiscal years 1979-81 to compare interest rates charged by
lenders on locans sold and those not sold to determine the
secondary market's influence on interest rates charged small
businesses. We also obtained data from the Federal Reserve
System's "Survey of Terms of Bank Lending" and compared it with
data on SBA-guaranteed loans to determine how the guarantee
affects interest rates.

We coordinated closely with SBA's Committee on Capital
Access and discussed with its representatives the relative
advantages and disadvantages of various options to interest rate
regulations for the 7(a) program. We alsc reviewed recent
administration proposals on interest rate regulations and bank
responses to these revisions. We reviewed current literature
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and studies on bank lending practices mainly for the purpose of
developing background information. We did not review the
studies for technical quality. Our review also did not include
an independent analysis of the financial needs of small busi-
nesses or the relative priority that the 7(a) Loan Guarantee
Program should be afforded in the context of overall Federal
credit policy.

This review was conducted in accordance with generally
accepted government audit standards.
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CHAPTER 2

SBA's 7(a) LOAN GUARANTEE PROGRAM

IS VITAL TO MANY SMALL BUSINESSES

The Nation's 11 million small businesses make an important
contribution to the economy by employing an estimated 58 percent
of the country's work force. SBA's 7(a) Loan Guarantee Program
helps many small businesses sustain and expand operations and
enables entrepreneurs to compete and gain entry into the eco-
nomic mainstream. Bank regulatory requirements, internal bank
policies, depositor preferences for short-term investments, and
widespread shifts among market-sensitive instruments constrain
private lending institutions from meeting the long-term capital
needs of many small businesses. According to lenders we sur-
veyed, about 82 percent of the 7(a) guarantee loans they made
would not have been made without the guarantee or they would
have required small business borrowers to accept more stringent
loan terms and conditions.

Small business borrowers are getting SBA loans at interest
rates comparable to those charged other small business bor-
rowers even though SBA loans are for longer terms and have a
higher degree of risk. At the same time, lenders can sell SBA
loan guarantees to private investors (such as pension funds) to
obtain additional financing.for other loans, including those to
small business borrowers.

Not unexpectedly, losses on 7(a) loans are high compared
with banks' nonguaranteed loans. The program's goal--to help
overcome private lender concerns about financing new ventures
and providing long-term financing--inherently leads to increased
loan risk.

The current administration is emphasizing better gquality
7(a) loan approvals to cut down on the number of defaults.
However, SBA should evaluate implementation by its field offices
to see whether loan quality standards are clear and are being
applied consistently.

The administration has forecasted reductions in the 7(a)
guarantee program as part of its efforts to curtail the overall
expansion of Federal credit programs. The 7(a)} program, by
allocating credit to small business, has some impact on the
capital market. However, because the 7(a) Loan Guarantee
Program is such a small part of overall Federal and private
sector credit assistance, its impact on interest rates and
capital flows cannot be precisely isolated.
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Accurate data on the demand for 7(a) loan assistance 1is
limited. Consequently, it is difficult to determine what size
program is required to meet the needs of the small business
sector. Also, factors that have been considered in the past,
such as increasing the maximum loan amount from $500,000 to $1
million and reducing the percentage of the guarantee below 90
percent, would have a bearing on the program's size.

Recent high interest rates have curtailed small businesses'
plans for expansion and have discouraged new business starts. A
general economic upturn will likely stimulate small business
expansion and lead to a greater demand for the 7(a) guarantee
program. Because the program is important to small businesses'
ability to obtain long-term debt and has a limited impact on
credit markets, the administration should carefully monitor and
consider demand for the program in establishing funding levels.

SMALL BUSINESS HAS A NEED
FOR LONG~TERM FINANCING

A healthy small business sector--c¢rucial to the Nation's
economy--needs adequate capital to continue its important role.
The 7(a) program has prompted commercial lenders to provide
long~-term financing to small businesses. Recent depositor
preferences for short-term investments and widespread shifts
among market-sensitive instruments may further hamper lenders'
ability to provide long-term capital to small businesses.
Although data on small business demand is sketchy, several
studies indicate an unmet need for credit, especially long-term
credit.

Healthy small business sector
crucial to Nation's economy

Small business is a key element of the Nation's economy.
In 1981 the Congressional Research Service (CRS) reported that
there were about 11 million small businesses in the United
States. According to CRS these businesses employ about 58 per-
cent of the country's work force and account for almost half of
the private sector's gross national product. The report also
shows that almost 75 percent of new employment comes from the
small business sector. For example, between 1969-76 small
businesses created an estimated 12 million new jobs; Federal,
State, and local governments created an estimated 3 million new
jobs; and the 1,000 largest corporations c¢reated an estimated 1
million new jobs.

Unfortunately, unemployment continues to be a major econom-
ic problem. Unemployment went over 10 percent in September
1982-~the highest since the depression levels of the 1930's. It
is estimated that every i1-percent increase in unemployment
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costs the Federal Treasury $25 billion. The Government is
penalized two ways since it pays out benefits to unemployed
workers at the same time tax revenues are being reduced.

Small businesses require long-term capital to begin new
companies and to expand and grow. The jobs created and the
taxes paid by small businesses can play an important part in
reducing persistently high unemployment. However, various
studies show that private lending institutions are reluctant to
provide small businesses the long~term financing that is often
necessary for business expansion.

History of small business
financing problems

Small businesses require long-term debt financing for a
variety of reasons including plant expansion and acquisition and
equipment purchases. However, they have had problems obtaining
such financing as far back as 50 years ago and the problems that
small businesses faced then are the same today.

One of the earlier studies of small business financing in
the United States was made in 1935 by the Department of Com-
merce. The study surveyed over 6,100 U.S. manufacturers that
employed between 21 and 250 employees. A striking conclusion of
the study was that about 50 percent of all manufacturers said
they could not obtain long-térm funds from any source whatso-
ever. After reviewing individual financial statements, Commerce
Department personnel estimated that almost two-thirds of these
firms could be considered sound credit risks.

A Committee for Economic Development was formed at the end
of World War I1 to study the credit problems of small busi-
nesses. The committee--~comprised of U.S. business leaders--
concluded that a fundamental need of small- and medium-size
businesses was more adequate financing, especially long-term
credit.

The Federal Reserve Board submitted a 1952 study to the
Senate Small Business Committee on the cost and availability of
credit and capital to small businesses. The report stated that
available long~term debt and equity capital to small businesses
had diminished somewhat over the past two or three decades.

The Senate Committee on Banking and Currency held 9 days of
public hearings in June 1957 on credit needs of small busi-
nesses. Once again, overwhelming opinion was expressed that
a serious credit gap existed and that many small- and medium-
size businesses particularly were unable to meet their needs for
long-term credit or equity capital.



Recent studies shed additional light on the financing prob-
lems facing small businesses today. For example, an Interagency
Task Force on Small Business Finance,l as part of its study
directed by Public Law 96-302, surveyed a random sample of 224
banks nationwide. The study, issued in January 1982, indicated
that 25 percent of established small business loan applications
were rejected by banks usually because the owners' equity was
inadequate. For new businesses with no track record, the study
found the rejection rate to be about 50 percent. The task force
also received about 2,000 responses to a notice published in the
Federal Register asking small businesses about their experiences
with obtaining bank credit. About 505 firms that had less than
20 employees and less than $800,000 in annual sales gave the
following responses to the October 1981 notice:

-~Twenty-six percent said that commercial banks
inadequately met their credit needs.

-~Thirty-five percent said that they had some difficulties
in obtaining bank credit.

In June 1982 a private nonprofit group, assisted by a com-
mercial bank, issued a report on the unmet credit demand in a
national sample of the business population. The analysis, com-
missioned by the Department of Commerce, included businesses'
experiences in obtaining debt capital during a 2-year period--
October 1979 through October 1981. Usable responses were sub-
mitted by 2,889 firms about their inability to obtain credit as
follows.

Type of credit sought Responding firms
but not obtained Percent Number
Unsecured short-term 21.0 607
Unsecured intermediate~term 22.6 653
Secured long-term 25.2 728

Several important conclusions were reached that highlight small
businesses' problems in obtaining credit. For example, the
study concluded that the youngest and smallest firms consis-
tently have difficulty accessing credit markets. The difficulty
increases when young and small firms try to obtain longer term
credit.

lrhe task force consisted of representatives from the Federal
Reserve System, Federal Deposit Insurance Corporation, Office
of the Comptroller of the Currency, Bureau of the Census, and
SBA.
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Impediments hindering lenders
from meeting long-term financing
needs of small businesses

Commercial lenders have been held back in the past from
providing long-term financing by regulatory requirements and
internal policy limitations. Also, recent depositor preferences
for short-term investments and widespread shifts among market-
sensitive instruments further constrain long-term fixed rate
financing by commercial lenders.

Banks are hindered from some long-term financing by Federal
and State regulations. For example, the Federal Deposit Insur-
ance Corporation limits a bank's portfolio mix of short- and
long-term financing so that a proper match of a bank's asset/
liability ratio is maintained. The Comptroller of the Currency
requires banks to follow certain capital asset guidelines. For
example, banks with guaranteed loans that are considered as
liquid assets may not have to maintain as much capital as other
banks to comply with the Comptroller's guidelines. Also, bank-
ing law imposes a limitation on the size of any individual loan
that a bank can make. As a general rule, banks have been pro-
hibited from making loans to one borrower in excess of 10 per-
cent of their capital and surplus.! However, under 12 U.S.C.
84, exemption 10, the 90-percent guaranteed portion of a loan
does not count against this lending limit. This exemption
allows lenders to make guaranteed loans up to 10 times larger
than conventional loans with'the amount at risk the same.

Many banks have established internal policies that limit
the number of years a business can have to repay a loan. For
example, several bank officials told us that small businesses
would not be extended credit for maturities exceeding 5 years
without a Federal guarantee.

Banks have also been hampered from providing long-term
fixed rate financing because of the recent shift of funds out of
passbook and other savings accounts into short-term invest-
ments. Trends toward 90-day, 6-month, and 2-year Certificates
of Deposit have also led banks to variable rate pricing of
loans.

Recent demand for credit sluggish
due to high interest rates

The recent high interest rates and general poor economic
climate have kept small business demand for credit significantly

IThese loan limit restrictions were increased under certain
circumstances up to 15 percent by section 401 of the Garn-St
Germain Depository Institutions Act, dated Sept. 29, 1982.
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below normal levels. About 37 percent of lenders indicated that
loan applications from small businesses have decreased compared
with 3 years ago due to

~--high interest rates,

--depressed local economy, and

--fewer new business starts.

The volatility of interest rates since 1979 is illustrated by
the following chart.

The Prime Lending Rate

1974-82
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During periods of high interest rates, businesses are more
likely to cancel or delay expansion plans--including opening new
plants, hiring more workers, or obtaining new equipment. A 1982
study by Arthur Andersen and Company indicated that interest
rates of less than 12 percent were essential before 90 percent
of the 813 responding small businesses would consider business
expansion. The survey of businesses located in Pennsylvania,
Delaware, and New Jersey showed that 56 percent believed a
l12-percent or lower interest rate was needed for business
viability.

SBA's 7(a) LOAN ASSISTANCE HELPS
MANY SMALL BUSINESSES

Over the years SBA's 7(a) Loan Guarantee Program has been
the Federal Government's answer to small businesses in need of
long-term financing. Over 105,000 loans totaling $12.4 billion
have been approved in the past 5 years. These businesses in-
cluded industries such as retail and wholesale sales, services,
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manufacturing, construction, and farm-related activities. These
small business loan recipients averaged 11 full-time employees.
Because of numerous variables, no direct relationship can be
made between the number of jobs created or saved resulting from
an SBA loan guarantee. However, there was a perception among a
number of lenders that the 7(a) Loan Guarantee Program had an
important impact on employment in their geographical areas.

A banker in Louisiana commented about the job creation
benefit of SBA loans as follows:

"We have been with the program since 1970.
Our experience has been very satisfactory.
In that period, we have made over 400 loans
totaling $60 million. These have created or
saved 6,000 total jobs. We could not make
these loans to our small business customers
without the guarantee."

Another banker in West Virginia commented:

"We did an informal survey. In the past four
and one-half years, there are more than 150
more people with jobs in our area because of
this program. This is 150 more people paying
taxes and bringing additional income into the
area."

About 82 percent of lenders said that the small businesses
to which they made loans would not have been financed without
the SBA guarantee or would have had different financing terms
and conditions. Although it is difficult to project what would
have happened without the SBA Loan Guarantee Program, banks are
often reluctant to make unguaranteed loans to small businesses
under terms or conditions suited to their needs. Entrepreneurs
contemplating the start of new businesses often find that fi-
nancing is difficult to obtain. Many commercial lending insti-
tutions consider new business ventures as poor risks. Such
ventures usually are supported by weak collateral and lack an
established track record.

The objective of promoting full and free competition is
specifically cited in section 2(a) of the Small Business Act (15
U.S.C. 631(a)). 1In line with this objective, SBA's mission is
to accept riskier loans and guarantee financing to firms that
could not get credit on reasonable terms in the open market.
SBA's 7(a) program is designed to meet this need.

Respondents to our questionnaire identified the major fac-

tors that contributed to their decision to use SBA locan guaran-
tees as shown in the following chart.
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Extent That Factor Contributed to Bank Use of SBA Guarantee

very Little
great Great Moderate Some or no
Factor extent extent extent extent extent
- (Percent of Responses in Each Category)-
1. Able to offer 16 25 24 14 21
longer maturity
loans
2. Able to offer 21 39 18 12 10

loans to owners
who have less
equity in busi-
nesses than would
be required for
non-SBA loan.

3. Able to offer 17 38 19 13 13
loan to new
business (with-
out established
record).

4. Able to make 13 18 12 12 45
larger loan
than bank's
policy permits

5. Able to make 13 14 8 8 57
larger loan than
regulated lending
limit permits.

6. Average of five 6 6 14 13 61
other factors
(note a)

a/Included among other factors were that SBA guarantees allow
banks to (1) offer more favorable interest rates, (2) hold
the guarantee as security for public funds or as collateral
for Treasury and lcan accounts, (3) make loans to line of
business not generally served by bank, (4) use SBA loans
(with secondary market sale option) as hedge against future
bank liquidity problems, and (5) other.
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7(a) guarantee allows lenders to
finance new business ventures

The policy of the Congress is that the Government shall
aid, counsel, and assist small business concerns as much as
possible to preserve free competitive enterprise. One of the
Congress' major purposes in enacting small business legislation
was to help small businesses compete in the economic main-
stream. The need for a 7(a) loan program was based on the pre-
mise that private lending institutions shied away from financing
small business ventures.

About 55 percent of lenders indicated that the SBA guaran-
tee, to a great extent, allowed the bank to offer loans to new
businesses without an established record. Sixty percent said
that the guarantee, to a great extent, enabled them to offer
loans to owners with less equity in the business than would be
required for nonguaranteed loans. Several comments from lenders
follow.

From a Montana bank:

"We operate in a small, low-population, rural
area that is quite capital short. The abil-
ity to obtain SBA assistance on new business
requests for loans has allowed us to make
loans which would not have been made other-
wise thus enhancing the amenities of the
people who live here as well as facilitating
the ability for those who want to live here
to own and run their own businesses."

From a Connecticut bank:

"The program effectively provides capital to
small business borrowers where ordinarily
there would be none available (e.g., "start
ups"), * * * has loaned capital to many start
up situations that could not have begun with-
out the SBA program. Many of these companies
have been very successful and are now actually
sources of capital (because of their large
deposits at * * * and investments elsewhere)."

From a New York bank:

"It is our opinion that the SBA Guaranty pro-
gram is a very effective and worthwhile pro-
gram which is highly utilized by many banks
and will continue to be a useful tool through
which banks may help newly established busi-
nesses through their rough years, and also
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help established businesses to grow and
prosper in these difficult, recessionary
times we are faced with. This program is the
"shot in the arm" many businesses need to
survive, not to mention the added security to
the Bank. (90 percent Guaranty)."

The Independent Bankers Association of America--repre-
senting about 7,400 small banks--also referred to the riskier
businesses helped by SBA guarantees in its February 1982 letter
to the Senate Committee on Appropriations, Subcommittee on
State, Justice, Commerce, and the Judiciary, by commenting:

" * * the 7(a) program continues to focus on
riskier new small business ventures which
show real promise for success. As such, the
SBA loan guarantee effort remains fully jus-
tifiable as a counterbalance to the fact that
orivate credit markets without any guarantee
tend to overemphasize the risk of such new
small business ventures and to underallocate
funds to this type of small business * * * "

7(a) guarantee enables lenders
to make long-term loans

small business borrowers are getting long-term financing
from lenders through SBA-backed loans. Lenders estimated that
74 percent of SBA loans carried maturities of 6 or more years
whereas only 15 percent of the lenders' loans without SBA guar-
antees carried similar maturities. In fact, about 52 percent of
normal lender financing is for less than 1 year. The following
chart shows the percentage of various maturities for lenders.

Maturity SBA Non-SBA small
' period loans business loans
——————————— (percent)~=—=——=—m—
Under 1 year 2 52
1-5 years 24 33
6-10 years 59 11
Over 10 years _4

100

Total--all loans

—_
o =
o o
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Our analysis of other data sources confirmed the banks'
responses. SBA loan statistics for fiscal years 1979-81 indi-
cated that the average maturity was 6.3 years for 71,000
approved loans. In contrast, our analysis of the Federal
Reserve System's Survey of Terms of Bank Lending report for the
quarter ending August 1982 showed the weighted average maturity
was under 3 years for all commercial and industrial loans of
comparable size to SBA loans,

An adequate cash flow--the lifeline of a small business
operation--is aided by spreading out the time to repay a loan.
About 65 percent of lenders indicated that the existence of a
Government guarantee contributed from a moderate to a very great
extent to their ability to make longer term loans. The follow-
ing are several comments made by lenders about the long-term
lending advantages of SBA guarantees.

From a Nebraska bank:

"Without question, term loans for small busi-
nesses are necessary and this is a very
viable tool for small businessmen to use as a
means of structuring their business debts.

We feel that this has been an excellent pro-
gram,"

From a South Carolina bank:

"Through proper employment of the 7(a) pro-
gram,--a lending institution can extend
interest rates and repayment terms otherwise
not available to most small businesses."

From a Vermont bank:

"The program enables us to make loans to
small business people of promise and integ-
rity whose financial statements do not yet
warrant conventional bank credit and also
enables us to make these loans for longer
terms and under conditions more favorable
than we would without the guaranty * * *."

Similar comments were made during discussions with finan-
cial experts. For example, an executive of a major Wall Street
brokerage firm said that the SBA program definitely facilitates
the flow of long-term money to small businesses.
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7(a) guarantee permits lenders
to make larger loans

Banks have successfully used the SBA guarantee to make larger
loans to many businesses. Among respondents, SBA-backed loans
averaged $118,000, which was about $60,000 higher than the
average of the lenders' non-SBA loans.

About 43 percent of lenders said that the SBA guarantee,
from a moderate to a very great extent, enabled them to make
larger loans than permitted by bank policy or regulation.
Smaller banks in particular found this to be a distinct bene-
fit. All national banks have lending limits--generally about
10 percent of capital--imposed by legislation. State-supervised
banks also imposed legal lending limits similar to national
banks and State banks that are members of the Federal Reserve
System. When the bank makes a guaranteed loan, only the
unguaranteed portion counts against the limit.

Exceeding the lending limit
their relationship with growing small businesses rather than
have larger banking establishments take their business away.
For example, the president of a West Virginia bank said the
ability to offer SBA loans has been an important aspect of
servicing the local community. He said the program affords the
means of accommodating large loan requests and maintaining these

businesses as customers.

+* alena late
GLoU LTULD

The Independent Bankers Association of America also com-
mented about the legal lending limit. In its February 1982
letter to the Senate Subcommittee on State, Justice, Commerce,
and the Judiciary, the association president stated:

"Many independent community banks across the
United States participate in the SBA 7(a)
program, and the handling of SBA guaranteed
loans can contribute significantly to an
independent bank's capacity to serve local
borrowers, in two ways: (1) the guaranteed
portion of an SBA loan is readily salable in
secondary markets; and (2) the guaranteed
portion of the loan does not apply against
the individual legal lending limit of the
bank and therefore the bank is able to make
larger loans to individual borrowers when a
guarantee is affixed."

There are indications that the SBA loan size may even be
too low. About 28 percent of lenders believe that the SBA guar-
antee limit should be increased from the current $500,000, which
was established in 1976, to a suggested average of about
$900,000. Over 65 percent of larger lenders believed the loan
size should be increased.
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In October 1982 the Small Business Committee on Capital
Access, formed by SBA in June 1982, recommended that the guaran-
tee loan level be increased to $1 million. The committee be-
lieves that the extended period of inflation that was experi-
enced made the $500,000 ceiling no longer reasonable for a large
portion of the small business community. The committee also
felt that raising the loan limit would help smaller banks meet
the needs of their small business customers without having to
seek help from larger financial institutions and risk losing
their customers to the larger banks.

OQur review of SBA loans approved in fiscal years 1979-81
showed a slight increase, from 9.4 percent to 11.0 percent, in
loans between $300,000 and $500,000. While this percentage is
relatively small, banks provided examples of small businesses
needing more than a $500,000 guarantee. For instance, one bank
described cases where to meet its small business customers'
needs for loans of $1 million or more it used the 7(a) guarantee
program in combination with the Farmers Home Administration's
(FmHA's) Business and Industrial Loan Program. In another case,
we found that a bank, in cooperation with a local development
company, satisfied a small business' financial assistance needs
through two loan guarantees that were about $500,000 each.

These guarantees were approved under section 7(a) and SBA's
section 502 Local Development Company Program. SBA's procedures
state that a loan made through section 502 can supplement a
section 7(a) loan. What remains unknown is how many lenders use
these programs in this way or how many small businesses needing
larger loans are denied credit because of the 7(a) program's
$500,000 ceiling.

Lenders' reactions to reducing
7(a) guarantee percentage

Historically, the vast majority of SBA loans have been
approved at the 90-percent level. 1In fact, Public Law 97-35,
dated August 13, 1981, requires that loans under $100,000 be
guaranteed at 90 percent. We asked lenders to comment on how
reduced percentages in the guarantee rate would affect the num-
ber, maturity period, and size of SBA loans approved. The
following depicts lender comments.

24



Impact of Reducing Percent of SBA Guarantee
(Percent of Responses in Each Category)
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The table shows that a reduction in guarantee authority to
80 percent would not dramatically affect conditions of overall
lender participation. However, a reduction to the 70- or 60-
percent range has a much more visible effect A separate anal-
ysis not reflected in the above table showed that smaller banks
were more willing to accept a smaller guarantee than larger
o lr e T ~Awamerl Eliam OfN_  womwmmemmd e o ae o PR | ez ke "N
MGG @ £OY €Xalipaie, at the 80- LJ!:L\.CLLL. k_juaLallL!':t: level about 70

percent of smaller banks said their participation in the above
three categories would not be affected. Conversely, only about
50 percent of larger banks indicated that their participation
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would remain about the same.

We did not ask banks to comment on whether a reduction in
the guarantee percentage would affect one category of borrower
more than others. However, it is possible that because banks
would have more at risk, marginal borrowers would be more likely
to be declined loans or to receive less favorable terms.

SMALLER 7(a) LOAN PROGRAM
PROPOSED FOR THE FUTURE

The 7(a) program went from a $3.2 billion authorization in
fiscal year 1980 down to $2.3 billion for fiscal year 1982,
Administration budget submissions propose further reductions in
the program's size for future years. Budget submissions esti-
mate the 7(a) loan guarantee level in fiscal years 1983 and 1984
at about $1.9 billion. Other budget projections show the
program decreasing to a level of about $1.1 billion by fiscal
year 1987. The impact of these reductions cannot be fully
assessed because data on program demand has not been incor-
porated into the budget process.
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Implications of proposed
7(a) program reductions

The administration believes that a smaller 7(a) loan
program will not have a significant adverse effect on small
business. However, data on the demand for 7(a) assistance that
considers existing and forecasted economic conditions has not
been accumulated for use in the budget process. Without such
data, it is difficult for the Congress or the administration to
establish a funding level for the program. For example, a
senior official in SBA's budget office said that the prior
administration had projected increasing the 7(a) program up to a
$10 billion authorization. Obtaining adequate data on the
demand for 7(a) assistance would assist the administration and
the Congress in deciding how large the 7(a) program should be
in the context of overall Federal credit 'policy.

The administration's rationale for redhcing the 7(a) loan
program includes:

--An overall plan to control Federal credit
with the 7(a) loan program as an integral
component. The administration's position
is that Federal and federally assisted
borrowing crowds out funds needed by the
private sector, including small business,
and results in higher interest rates.

~-An estimation that less than 1 percent of
small businesses are assisted by 7(a) loan
guarantees,

The President's 1982 report entitled "The State of Small
Business" indicates that it is difficult to draw concrete con-
clusions about the impact of Federal credit assistance on the
capital market or on small business. Because the 7(a) Loan
Guarantee Program is such a small part of overall Federal and
private sector credit assistance, its impact on interest rates
and capital flows cannot be precisely isolated.

To develop some insight on the program's impact on the
capital market, we asked banks to comment on how the 7(a)
guarantee program influences their credit extension to other
small businesses. Lenders responding to our questionnaire do
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not believe the 7(a) program causes them to increase their
interest rates or to exclude other small business borrowers from
obtaining credit. The following table summarizes lender
responses:

Impact on
other Moderate to very Some Little or
borrowers great extent extent no extent
(percent of responses in each category)
Increases interest 4 2 94

rates for other
small business
borrowers

Crowds out other 3 2 95
small business
borrowers

The administration's stateiment that the program serves only
a handful of small businesses does not recognize the program's
role in meeting small businesses' need for long-term financing.
We found that the program provides a large percentage of the
longer term and larger size loans that small businesses receive
from commercial banks.

Lenders believe the program
is not causing higher
interest rates for other
small business borrowers

According to lender perceptions, the program is not causing
other borrowers to incur higher interest rates. Ninety-four
percent of lenders reported that credit extension under the 7(a)
loan program increased interest rates for other small business
borrowers to little or no extent. Lender responses showed that
interest rates charged to SBA borrowers averaged prime plus 1.48
percent whereas other borrowers were charged an average interest
rate of prime plus 1.43 percent. We analyzed the Federal
Reserve System's Survey of Terms of Bank Lending reports for the
3~year period 1979-81 in an attempt to substantiate the respons-
es we received from banks. The report is a spot check of
randomly selected lending institutions. While data limitations
precluded us from precisely verifying the guestionnaire results,
the patterns for the past 3 years showed interest rates on SBA-
guaranteed loans to be generally within the range of effective
interest rate averages charged on all commercial and industrial
loans of comparable size, even though most SBA loans are for
longer terms and have higher risks.
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The 7(a) loan program--unlike a number of other Federal
programs--does not have fixed interest rates established by
legislation. The program allows lenders to charge borrowers
prevailing interest rates and to adjust interest rates according
to market variances.

The extension of a 7(a) loan guarantee represents a “vote
of confidence" by the Government that the small business bor-
rower can repay the loan. Federal outlays in the program occur
in those instances when borrowers fail to repay the loan and
recoveries to the Government from asset liquidation fall short
of meeting the Government's payout in honoring the guarantee.
For example, according to SBA statistics through fiscal year
1981, losses incurred for the 7(a) program were about $700
million, or about 4-percent of approved guaranteed loans.

Program gives small
businesses access to
long-term credit market

According to responding lenders, the 7(a) program has not
crowded out other small business borrowers. Ninety-five percent
of lenders said that the 7(a) program had little or no effect on
credit extension to other small business borrowers.

SBA-guaranteed loans can be sold by banks in the secondary
market. By doing so banks can gain access to private capital
resources traditionally not within direct reach of small busi-
nesses, which essentially results in a "redistribution" of
credit. The additional financing obtained from secondary market
sales can be recycled to other borrowers, including small busi-
nesses. Comments from several banks follow.

From a South Carolina bank:

"Instead of contributing to distortion of
private capital markets, the SBA 7(a) program
has resulted in increased credit availability
for a major segment of the nation's business
community * * *_ "

From a Connecticut bank:

" x * 1 suppose to the extent the money
loaned in these situations would have been
available elsewhere (i.e., investor money not
bank money) the distortion concept holds.
However, if the program is administered prop-
erly, the distortion (crowding out) is tem-
porary while the long-term impact is to
create more capital, jobs, and taxes * * *_ "

28



The administration argues that Federal credit programs
give a segment of borrowers preferences over other borrowers.
"Crowding out" occurs when the total supply of credit is un-
changed and giving credit to one borrower reduces the avail-
ability of credit for others.

In a sense, the 7(a) program helps overcome discrimination
and imperfections in the capital market and makes a small busi-
ness a better competitor for commercial financing than the busi-
ness would be without the guarantee. The salability of the
guaranteed loan helps small business to compete with government,
big business, and foreign companies for institutional investment
dollars. The absence of a 7(a) loan program would result in
many small businesses not getting long-term credit. As men-
tioned on page 18, according to lender responses about 82 per-
cent of the borrowers would not gualify for a loan without the
SBA guarantee or would qualify but with different terms, such as
shorter maturities, higher interest rates, or smaller loan
amounts.

An economist and professor from Washington State Univer-
sity, testifying before the House Committee on Small Business in
March 1982, argued that now is not the time to cut the SBA loan
program. In an April 1982 article published in "Managing: the
Entrepreneur's Guide to Success," he stated:

"The traditional economic argument is that in
a perfect capital marketplace, whoever is
crowded out of the market should be crowded
out of the market. Those with the best use
should get the money. But we do not have a
perfect capital market or perfect competi-
tion. As a result, we should ask who does a
recession, caused by tight Federal money
policies and a very high Federal deficit,
hurt and should this impact be offset? The
problem is basically government interference
in the marketplace. The question is how
should we offset that interference. The
guaranteed loan program is an easy way to
counteract these policies. The money comes
out of the private sector. It is just a
reallocation of capital."

A major brokerage firm executive on Wall Street pointed to
the need for a viable loan guarantee program. He told us that,
unfortunately, all industry is not created equal nor does all
industry have an equal access to capital. Medium- and large-
size firms have more options for obtaining funds. For instance,
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a large firm can go to a private investor, such as an insurance
company, and place a long-term debt issue. A large firm can
also offer a stock issue or draw financing from a bank. 1In con-
trast, a small business has fewer options--a primary option
being bank borrowing. The 7(a) program can help viable small
businesses get the long-term debt financing that banks would be
unwilling to finance without the protection of a Federal guaran-
tee and makes them more equal with big business.

An executive of a major investment bank told us that he
generally was not a believer in the proliferation of Government
guarantee programs. However, he believes there is a void in the
capital markets relating to small business and that it is appro-
priate for the Government to operate a business loan guarantee
program similar to SBA's 7(a) program.

Lastly, a bank representative on the Small Business Commit-
tee on Capital Access made this statement:

"At the outset, let us recognize that Govern-
ment guarantees on loans to small business
distort or bias the operations of credit mar-
kets. In my mind, I justify this intrusion
because of regulation of financial indus-
tries, tax policy and an array of other
Governmental activities currently bias credit
markets to the detriment of small business.
The 7(a) program has the potential to provide
equity to small business in competing for
access to capital markets * * * "

Program is assisting a significant
segment of small business

Our survey indicates that the 7(a) loan program benefits an
important segment of small businesses in need of long-term debt
financing. However, the program's significance has been down-
played by the administration's estimate that less than l-percent
of small businesses receive any type of financial assistance
from SBA.

The administration is correct in stating that less than one
percent of the roughly 11 million small businesses are assisted
in any year by an SBA-guaranteed loan. However, in our opinion
a more meaningful assessment of the program's value is to com-
pare the number of small businesses needing long-term financing
and how much of this financing is provided through SBA-
guaranteed loans. Unfortunately, data is not available on the
number of small businesses that need long-term credit in
any given year, but it is certainly much less than the 11 mil-
lion small businesses. 1In fact, Dun and Bradstreet's September
1979 market identifier record shows that only about 4.5 million
firms had applied for credit at some time in their history.
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Recognizing that a large segment of small businesses never
apply for credit, we attempted to establish parameters on the
extent commercial banks are using the SBA guarantee program to
meet small businesses' long-term debt requirements. Bank re-
sponses to our questionnaire show that approximately 13 percent
of the total amount of banks' outstanding small business loans
had an SBA guarantee. This percentage increases substantially
if we only consider banks' long-term small business lending.

Qur analysis of questionnaire responses indicates that
approximately 30 to 40 percent of the dollar amount of banks'
long-term financing (6 or more years) to small businesses may
carry an SBA guarantee. This estimate is based on lender
responses that distinguished the different maturities on SBaA-
guaranteed loans and nonguaranteed loans. The estimate also
takes into account the sampling error discussed in appendix II.

We recognize that our estimate only applies to the 8,900
banks that participated in the program during fiscal years
1979-81. These banks represent approximately 60 percent of all
commercial banks. To the extent that banks not participating in
the SBA guarantee program also make long-term loans to small
businesses, our 30- to 40-percent estimate would be lowered.
While our estimate is not precise, it is a measure of the value
of the SBA guarantee program that contrasts with the adminis-
tration's statement that less than 1 percent of small businesses
are served by the program.

Aside from satisfying a significant portion of small busi-
nesses' long-term capital needs, the SBA guarantee also provides
larger loans than banks normally provide to small businesses.

As mentioned on page 23, the average SBA loan was $118,000, or
$60,000 higher than other small business loans.

Additional data needed to
properly evaluate forecasted
reductions in the 7(a) program

The administration has not fully assessed the impact of
forecasted reductions in the 7(a) program on small businesses'
ability to obtain long-term debt capital. Without such an
assessment, both the administration and the Congress are ham-
pered in determining the funding level for the program. We
believe that SBA could better ensure that policymakers in the
Congress and the administration are apprised of probable impacts
of varying funding levels by forecasting demand for the program
as part of the budget process.
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The House Committee on Small Business also recognized the
need for data on program demand. Accordingly, it included a
provision in H.R. 6086 that would have required SBA to keep
records for 1 year on all names, addresses, telephone numbers,
and amounts requested by loan applicants or those who inquire
about loan availability.
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SBA's efforts to improve the availability of data on loan
applications provide a basis to monitor demand for the program.
The data should be incorporated in the budget process together
with forecasts of changes in economic activity that could
increase or decrease prog. m demand. This information would
assist the administration . d the Congress in determining the
program's proper size.

GREATER EMPHASIS GIVEN TO
REDUCING 7(a) LOAN LOSSES

High 7(a) loan losses can be reduced if SBA emphasizes the
credit quality of borrowers. However, SBA needs to see whether
its loan quality standards are clear and are being applied
consistently throughout its field offices.

According to SBA records the loss rate for 7(a) loans
through fiscal year 1981 was about 4 percent. Loss rates have
been steadily increasing, and SBA projects that additiocnal
losses on loans made through fiscal year 1981 will result in a
final loss rate of about 10 percent. These losses are high when
measured against overall bank loss rates, which run about 1 per-
cent of total dollars loaned. However, lenders use the guaran-
tee to finance new business ventures which carry a greater risk
of borrower default. About 52 percent of non-SBA financing is
for maturities of 1 year or less. Much of this financing is for
revolving lines~of-credit to established small businesses which
also involves less risk than SBA's long-term financing that
usually has maturities of 6 or more years.
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SBA's loan losses have been significant because the agency
tended to measure its performance on the basis of getting in-
creasing numbers of 7(a) loans approved. A June 1982 memo from
SBA's Associate Administrator for Finance and Investment to the
heads of SBA field offices pointed out that short-cut processing
methods evolved because of the large number of loan applications
to be handled. These methods led to loan approvals for less
gualified or even unqualified applicants. These practices,
which are costly to the agency, are also unfair to small
business borrowers who are unable to repay the loan.

SBA has taken steps to reduce loan defaults by improving
the quality of loan decisions. The borrower's credit quality
and the adequacy of the loan officer's analysis of the credit
will be more closely assessed. SBA needs to be cautious,
however, that demand for its loans is not dampened because of
inconsistent application of credit standards among SBA field
offices.

SBA recognizes that problems can arise with the policy
shift toward quality lending. For example, the June 1982 memo
from the Associate Administrator states:

"Recently, we have experienced an increasing
number of guestions on the subject of quality
loans both from our own personnel, and from
participating lenders. The questions from
our participants seem to arise primarily from
varying explanations among district offices
and from the application of varying standards
and practices in loan processing among dis-
trict offices."

The memo goes on to state that improvements in assessing
credit quality cannot or should not be accomplished by imposing
rigid credit requirements. Rather the memo provides the follow-
ing guidance on a quality loan:

"* * * 3 guality loan is an eligible small
business loan that has reasonable assurance
of repayment in the judgment of a trained,
experienced, and qualified loan officer who
has adequately and professionally assessed
the risks involved in accordance with estab-
lished credit principles."

The impact on small business lending resulting from SBA's
shift to guality lending was generally outside the scope of this
review. However, several optional comments made by lenders to
our questionnaire and higher rejections of loan applications at
district offices we visited raise our concern that gquality could

33



be overemphasized to the point that small businesses with rea-
sonable risks are denied funding. The following are two inter-
esting comments from lenders concerning gquality loan approval.

From a Kentucky bank:

"Over the past few months as a participant in
the SBA Bank Certification Program, we have
found it increasingly difficult to get loans
approved through our local SBA office.
Stringent credit, collateral, and capitaliza-
tion requirements recently imposed by the SBA
make it nearly impossible for the small
business person to expand or get started in
business. The recent requirement of a debt
to worth ratio of no greater than 3 to 1 in
addition to increasingly strict collateral
coverage requirements appear to be an effort
on the part of the SBA to impose the same
credit qualifications normally imposed by
commercial banks.

"While we understand that high interest rates
and the depressed economy require us all to
take a more conservative look at any loan
request, we also believe that good opportuni-
ties for new business and increased employ-
ment are being passed over due to the SBA's
rigid rules and lack of *flexibility in struc-
turing good loans."

From a Pennsylvania bank:

"SBA has consistently declined submitted
loans for the reason that it was submitted
[by the bank] in the first place. For exam-
ple, if the bank felt cash flow was tight and
submitted the loan to SBA for a guarantee
because of that, they would turn it down
because of the poor cash flow."

The increased emphasis on loan quality has resulted in
higher rejections on loan applications. Discussions with dis-
trict office officials and review of district office records
showed a higher incidence of loan rejections. For example:

~-Chicago rejections were running at 50 percent
compared with 40 percent for earlier years.

--Madison rejections were at 60 percent, whereas

only 30 percent were rejected before tighter
credit policies were implemented.

34



--Indianapolis district officials said loan
rejections were up but had no figures.

--Columbus district records showed that 14 more
applications were received in fiscal year 1982
but 43 less were approved.

The Clarksburg district office received 243 less
applications during fiscal year 1982 than fiscal year 1981.
Although we did not obtain statistics on loan approvals, the
district director told us that his district initially over-
reacted to headquarters' requirement for better loan quality
and went from the highest to the lowest lender in the region.

Officials in the districts visited stressed that increased
emphasis on quality loans was informal and no written instruc-
tion had been issued. 1In contrast, the San Francisco district
office issued a detailed matrix guide to rate both the quality
of the loans as well as the quality of the loan officer's re-
view.,

Different approaches used by district offices to ensure
loan quality could lead to inconsistent loan decisions if loan
quality is emphasized more in one district than in another. 1In
fact, SBA's Deputy Associate Administrator for Financial
Assistance advised us that he was aware of one region that
applied stricter standards than SBA headquarters intended.

CONCLUSIONS

A healthy small business sector helps reduce the Nation's
high unemployment. SBA's 7(a) loan program fills a worthwhile
niche in assisting many new and existing small businesses meet
their credit needs and thereby provide jobs.

Lenders indicated that the 7(a) program has several impor-
tant advantages. It allows them to make long-term loans to
small businesses that would not be made without the guarantee.
Lenders also commented that the guarantee enables them to
finance new business ventures that lack a track record and to
make larger loans than their lending limits permit. Addi-
tionally, the program extends credit at interest rates compar-
able to rates paid by other small business borrowers even though
most loans have longer maturities and a higher degree of risk.
Lastly, it helps expand available credit to small businesses and
others by letting lenders sell the loans to investors.

Lenders do not perceive the program as causing increased
interest rates or excluding other small business borrowers from
their local credit market. Also, the impact of the 7(a) loan
program is significant in terms of satisfying small businesses'
long-term capital needs.
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Lenders had different perceptions about whether SBA's
current loan limit of $500,000 should be raised to satisfy some
businesses' capital needs. Although only 28 percent of lenders
overall believed the level should be raised to a suggested
average of about $900,000, over 65 percent of large lenders saw
a need for the higher loan limit. Accordingly, we suggest that
any future deliberation on raising the limit obtain the views of
lenders, especially large lenders. These lenders could provide
insight into the types of businesses and investment needs that
larger loan guarantees would satisfy.

Any increase in the current loan limit would likely result
in fewer loans being made, assuming a stable loan guarantee
authority. Conversely, reducing the guarantee percent from 90
to 80 would stretch 7(a) financing, allowing more loans to be
made. Although lenders generally indicated a willingness to
participate in the 7(a) program at the 80-percent guarantee
level, it is possible that this could have some adverse effect
on marginal borrowers.

Admittedly, loan losses are higher than normal lender stan-
dards, and greater emphasis should be placed on getting losses
into more acceptable ranges. However, SBA must assure that loan
quality standards are sufficiently clear and consistently fol-
lowed by it field offices. This assurance should help qualified
borrowers from being denied credit. Attention to this matter is
important since lenders and a senior SBA official have expressed
concerns that quality standards may have been overemphasized in
certain locations.

Data is lacking on the actual demand for 7(a) loan assist-
ance, and it is difficult to determine how large or small the
7(a) program should be. This data would help the Congress and
the administration decide the proper size of the program in the
context of overall Federal credit policy.

RECOMMENDATIONS

We recommend that the Administrator, SBA:

--Evaluate district office implementation of
loan quality standards to see whether they
are clear and applied consistently through-
out SBA so that individual borrowers, who
satisfy SBA's quality standards, are not
denied credit.

--Accumulate data on 7(a) loan applications,

approvals, and rejections and use this
data, together with data on forecasted
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economic activity, to project future demand
for 7(a) assistance. Activity data on
applications, approvals, and rejections
should also be used to monitor the con-
sistent application of loan quality stand-
ards in SBA offices.

MATTER FOR CONSIDERATION BY
THE SENATE AND HOUSE COMMITTEES
ON SMALL BUSINESS

We suggest that the committees propose legislation
requiring SBA to accumulate and integrate loan demand data into
future budget proposals for the 7(a) loan program. This data,
based on past and forecasted economic conditions, would give the
committees a better basis for deciding future program authoriza-
tion levels in the context of overall Federal credit policy.

AGENCY COMMENTS

SBA basically agreed with our recommendations and the
matter raised for congressional consideration. SBA said that
the material presented would prove very helpful in considering
policy alternatives for the 7(a) Loan Guarantee Program.

37



CHAPTER 3

SBA':, SECONDARY MARKET PROCESS

HELPS LENDERS FINANCE SMALL

BUSINESSES BUT CAN BE IMPROVED

Sales of SBA-guaranteed loans in the secondary market
benefit small businesses. Lenders are able to obtain funds from
investors such as insurance companies, pension funds, and money
market funds which traditionally do not invest directly in small
businesses. For some small banks, being able to gain access to
these pools of managed capital is the difference between being
able or unable to make an SBA-guaranteed loan. The secondary
market process also has a leveraging effect, allowing lenders to
reinvest the proceeds from sales in other small businesses.
Lastly, the secondary market is used by some lenders to offer
borrowers (1) the stability of fixed rate instead of variable
rate loans and (2) lower interest rates.

However, the process is not without its problems. It
operates without formal goals and objectives, and management
responsibilities for its oversight are not clearly defined.
Furthermore, lenders are making limited use of it, which mini-
mizes its help to small businesses. While some lenders are
using the secondary market to offer borrowers lower interest
rates, others are making substantial profits on their secondary
market sales without passing lower rates on to their customers.
Finally, two technical problems with the secondary market proc-
ess are (1) the reporting system does not provide management
with accurate data on secondary market transactions and (2) the
accounting procedures are not standardized, which causes
recordkeeping problems that are particularly troublesome to
investors.

Improvements can be made to the secondary market process
that should help minimize the problems noted and possibly lead
to greater lender participation. SBA's Small Business Committee
on Capital Access identified several of the same problems, and
we have considered their conclusions and recommendations in this

chapter.

LENDERS AND SMALL BUSINESSES
BENEFIT FROM SECONDARY MARKET

The secondary market is used by lenders to make loans they
would be unable to make otherwise because of limited capital.
Lenders also recycle funds from secondary market sales to make
more loans to small businesses. Finally, the market is used by
some lenders to make fixed rate loans.
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We met with officials of three of the four nonbank
lenders. Two told us that their policy is to use the secondary
market to the maximum by selling most of their guaranteed loans.
They said that the secondary market enables them to leverage
their funds and make many more loans than their capital would
otherwise allow. They specifically noted that small businesses
have a pressing need for long-term debt capital that they can
only satisfy by selling loans in the secondary market. The
other nonbank lender we contacted told us it had also used the
secondary market for the same reasons but stopped selling loans
in 1982 because it had sufficient liquidity to respond to loan
demand. The fourth nonbank lender is no longer active in the
program and was not contacted.

A number of banks have also decided to use the secondary
market to expand their small business lending as nonbank len-
ders have., We visited a bank in Pennsylvania and were told by a
lending official that the secondary market enabled his bank to
significantly increase its small business lending. This bank
made 54 SBA-guaranteed loans totaling $7.8 million in fiscal
years 1980-81. Sixteen of these loans were sold in the second-
ary market.

A large SBA lender in Idaho--making about $27 million in
7(a) guaranteed loans in 1 year--commented that the guarantee
combined with the secondary market enables it to recycle its
funds and make many more loans. The bank president said his
bank is located in a capital poor area where loan demand out-
strips the availability of capital. He said that SBA's loan
guarantee program together with the secondary market overcomes
this problem.

We also visited a Wisconsin bank that has used Government-
guaranteed loan programs and the secondary market extensively.
As of August 1982 about $47.6 million of the bank's nearly $100
million commercial loan portfolio was guaranteed by either SBA
or FmHA.

According to the bank president and other senior officers,
the bank has a very aggressive small business lending policy.
They said the bank's involvement with the SBA and FmHA loan pro-
grams and the secondary market is to provide long-term financing
to small businesses. The officials explained that long-term
assets such as buildings and equipment ideally should be
financed on a long-term fixed rate basis. This principle is
used by large businesses that are able to sell bond or stock
issues to obtain long-term financing. However, this approach
often is not available to small businesses that normally must
obtain their financing from the local commercial bank. As dis-
cussed in chapter 2, banks are restricted in making long-term
fixed rate loans partly because bank deposits are short-term in
nature and a bank does not want to create a long-term asset (a
loan) when its liabilities (deposits}) are short term.
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According to bank officials, the Government guarantee com~
bined with selling loans in the secondary market overcomes the
problem of matching the terms of a loan to the bank's deposits.
This enables them to provide long-term fixed rate financing,
which in the bank president's words, "impacts very favorably on
the cash flow and debt service requirements of small
businesses."

The bank president estimated that the SBA program enabled
it to make about $30 million in loans that it probably would not
have made. Also, without the program bank officials said small
business borrowers would be restricted to 3- to 5-year finan-
cing. According to information supplied, the bank had almost
$25 million in outstanding SBA loans including $13.9 million in
fixed rate loans. 1Its average SBA loan had a term of 11.6
years.

For nonbank lenders and banks that actively sell their SBA-
guaranteed loans, the benefit of using loan proceeds from
secondary market sales to make other small business loans is
fairly visible. For the majority of lenders that sell only a
few loans, this benefit is less visible. However, a consultant
to the Interagency Task Force on Small Business Finance told us
that it is fair to assume that the proceeds from selling SBA
loans are used to finance other small businesses in about the
same proportion that small business loans are represented in the
lenders' portfolio. During fiscal years 1979-81, about §1.5
billion in loans was sold in the secondary market. Responses to
our guestionnaire show that small business loans account for an
average of about 27 percent of lenders' portfolios. Under the
above assumption, a potential of $400 million may have been re-
cycled to small businesses. This is particularly important be-
cause these additional funds are made available from investors,
such as pension funds and insurance companies, that do not
typically invest directly in small businesses.

The secondary market
helps some borrowers obtain
fixed rate loans

Between November 1979 and July 1982 interest rates were not
only very high but also fluctuated considerably. (See p. 78.)
This caused problems both for lenders and borrowers. It was a
problem for lenders because they risked making a loan at a rate
that may quickly be below market rates or even their own cost of
funds. To protect themselves against this situation, many lend-
ers chose to make variable rate instead of fixed rate loans with
the interest rate set to vary with the prime rate. This
strategy protects the lender, but when interest rates rise sig-
nificantly the borrower's costs increase correspondingly.
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Liquidity and leveraging
advantages

The secondary market process has advantages for both
lenders and small businesses:

--It helps lenders with liquidity problems to
make loans to small businesses that otherwise
would not be made.

--1t enables lenders to leverage capital and make
more small business loans than otherwise would
be possible.

Because the lender can sell the guaranteed portion, it can make
the loan with the assurance that it can recoup 90 percent of its
funds to satisfy other capital requirements.

Not surprisingly, the issue of liquidity becomes increas-
ingly important as banks get smaller. About 54 percent of the
responding small banks in our sample that use the secondary
market indicated that to a great extent liquidity was the factor
that caused them to sell. 1In contrast, only 17 percent of the
responding large banks that sold loans in the secondary market
indicated that liquidity was a factor to any great extent.

A number of small banks commented about the advantages of
the secondary market in solving their liquidity problems.
Sources of comments included (1) responses to our questionnaire,
(2) responses to SBA's July 1981 proposal to limit allowable
interest rates, and (3) responses obtained through conversations
with lenders.

From a Texas bank:

"SBA loans can be justified by the opportunities
offered through the secondary market. A bank can
make long term loans, sell the guaranteed portion,
maintain liquidity and recycle proceeds from the
sale to the benefit of local business. The longer
terms that can be offered local business with SBA
loans permit smaller payments, better cash flow
management and improved liquidity."

From a Minnesota bank:

"The secondary market has provided increased
liquidity, particularly for community banks, but
for all banks in general, by creating the avail-
ability to sell portions of their SBA loan port-
folio. By making use of the secondary market
facilities that exist, banks can be sure that
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their credit-worthy small business customers con-
tinue to have loan funds available to them at all
times."

Aside from helping with actual liquidity problems, the
secondary market offers lenders a hedge against future liquidity
problems. Over 20 percent of the responding small banks said
that to a great extent they use the secondary market in this
manner. A Wisconsin bank's comments graphically illustrate this
use.

"During January of 1980, a Milwaukee company had an

opportunity to increase sales by almost $4.5 mil-

lion over the prior years sales of $5.5 million by

taking on [a major project] in San Francisco. This

required a substantial increase in credit for

working capital and equipment. The business had

been with one of the largest banks in Wisconsin for

over 20 years with a very favorable credit his-

tory. In January, 1980 however, the company was

told by its bank that money was tight and they

couldn't allocate the needed funds. Our bank took

over the account and provided a $500,000 loan

guaranteed by S.B.A. and an unguaranteed line of

credit of $350,000 to pay off loans at the former

bank. We were able to do that at a time when our

loan to deposit ratio was already high, because we

knew we could sell the guaranteed portion if we

encountered a liquidity problem. We never actually

scld the loan because we could tolerate higher loan

levels by virtue of the ability to sell."

Through leveraging, the lender basically uses someone
else's money--the investor's--to make additional loans. The
most active sellers of SBA loans are not banks but what SBA
refers to as nonbank lenders. Nonbank lenders include financial
corporations that make SBA-guaranteed loans provided they meet
certain qualifications. Specifically, SBA requires that nonbank
lenders solely engage in making SBA loans, have paid-in-capital
and surplus of not less than $500,000, and accept SBA supervi-
sion. Through fiscal year 1981 there were four approved nonbank
lenders. 1In January 1982 SBA stopped approving nonbank lenders
because it does not have the resources to service and effec-
tively supervise their activities.

Nonbank lenders have been much more active users of the
secondary market than banks. For example, almost 80 percent of
the loans made by nonbank lenders were sold, but less than 20
percent of the loans made by banks were sold.
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When interest rates go up dramatically, variable rate loans
can prove disastrous to the cash flow of small businesses. A
recent report by the House Committee on Small Business contained
examples of the effect of rapidly rising ‘interest rates on small
businesses. In one case, a small business' monthly loan payment
increased from $3,018 to $4,583. In another case, the small
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increase which represented, on an annualized basis, about one-

third of the company's previous year's net profits.

Variable rate loans also cause problems for SBA in its
credit analysis. For example, a key element of SBA's approval
process is evaluating the borrower's ability to repay the loan.
Use of variable rate loans with highly volatile interest rates
during much of 1980 and 1981 made assessing repayment capability

difficult.

Because of the problems that variable rate lending causes
small businesses during periods of volatile interest rates,
several lenders have used the secondary market to make fixed
rate loans which allows the borrower to budget for interest
costs more accurately. Lenders can offer borrowers fixed rate
financing often by arranging forward pricing commitments with
investors. Generally under a forward pricing arrangement the
investor agrees to purchase the loan at a specified rate if
delivered within a certain period--usually about 45 to 60 days.

Several banks commented on the use of such an arrangement.
For example, a Texas bank stated that, "It has helped us give
fixed rates if we knew in advance we could sell the loan." This
sentiment was echoed by a Vermont bank who told us, "By pre-
selling the loan in a secondary market, we are able to offer
customers a fixed-rate during these volatile times * * *_ " 7
bank we visited in Pennsylvania told us that it would offer bor-
rowers fixed rate financing if forward pricing commitments with
investors could be arranged. By doing this, the bank would be
able to know its yield and price loans accordingly and the
borrower would have fixed rate financing and be able to budget
interest costs accurately.

Other lenders, while not commenting on whether they
obtained forward pricing commitments, did point out how the
secondary market helps them make fixed rate loans. For example,
a banker in Delaware told us his bank is willing to make fixed
rate loans in certain cases because the loan can be sold in the
secondary market. He said fixed rate loans are made to bor-
rowers whose cash flow might be impaired if a variable rate loan
were used. The Senior Vice President of an Indiana bank told us
that one of the attractive features of the 7(a) program in con-
junction with the secondary market is that it allows the bank to
offer small business borrowers fixed rate loans.
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While some lenders have been fairly active in making fixed
rate loans, we believe the secondary market offers the potential
of making more of these loans available. (See p. 56 for a more
detailed discussion.}

SBA SHOULD CLARIFY ADMINISTRATIVE
RESPONSIBILITIES AND OBJECTIVES
FOR THE SECONDARY MARKET

SBA has taken several initiatives to improve the secondary
market process. These include establishing an Office of Secon-
dary Market Operations in New York and contracting with a fiscal
transfer agent. Also, the present SBA Administrator in the sum-
mer of 1982 created the Small Business Committee on Capital
Access largely for the purpose of recommending ways to enlarge
the supply of funds made available to small business while
reducing the cost of these funds.

Although these are positive actions, SBA still does not
have specific goals and objectives for the secondary market pro-
cess and clear lines of authority and responsibility for its
oversight have not been established. Our discussions with SBA
officials showed that the lack of objectives and lines of
authority and responsibility has caused confusion over (1) who
is responsible for different administrative functions and (2)
what the secondary market process can and should accomplish.

The Office of Secondary Market Operations is staffed with
two people--a director and associate director--whose primary
responsibilities, according to their job descriptions, include

--maintaining continuing liaison with financial
institutions to promote and further develop a
national secondary market in SBA-guaranteed
loans,

--coordinating the field office secondary market
program, and

--evaluating the secondary market program in all
regions.

Aside from these job descriptions very little documentation
exists on administrative responsibilities of SBA staff outside
New York for the secondary market. In fact, SBA officials, both
in New York and at SBA headquarters, cited only the following
references to the secondary market. First, the Code of Federal
Regulations (13 CFR 101.2-7d dated Jan. 1, 1982) states that the
Investment Division "plans, directs and administers the secon-
dary market liaison function." A senior official within the
Investment Division stated that he was unclear as to what this
liaison function actually meant or how it was to be implemented.

44



The second reference, published in the Federal Register on April
7, 1982, delegates general authority for the secondary market to
the Associate Administrator for Finance and Investment. Among
other things, the Associate Administrator is responsible for (1)
developing policies and procedures and for directing all aspects
of the secondary market and (2) determining and developing poli-
cies and procedures necessary for field support of secondary
market activities.

With the exception of detailed procedures to field offices
on the mechanics of processing a secondary market transaction,
there are no procedures specifying the functional responsi-
bilities of either the Investment Division or the Financial
Assistance Division. While staff in both divisions are involved
with the secondary market, our conversations with officials dis-
closed a general uncertainty over what the process was expected
to achieve and exactly what was expected of them. One official
characterized the secondary market as an "orphan" in SBA because
of the uncertainty over what the process'is intended to accom-
plish and who is responsible for determining whether it is
meeting its objectives.

The final reference to the secondary market appears in SBA
standard operating procedures (50-50-2) and discusses field
office responsibilities for processing and closing secondary
market transactions. As stated above, these procedures are
detailed. However, our visits to several SBA field offices
revealed that they are not always followed. For example, the
procedures require that before a loan is sold a transcript show-
ing that the loan is current is to be furnished by the lender to
SBA. This requirement is to protect the investor from purchas-
ing a problem loan. This procedure was not followed in one of
the six districts we visited; but more importantly, no one is
specifically assigned responsibility outside the districts to
oversee compliance. Likewise, while districts are required to
submit monthly logs on loans sold, many are incomplete or not
submitted at all. (See p. 62.) Again, responsibility to
oversee compliance is not specifically assigned outside the
district office.

Ambiguities over functional responsibilities are in our
judgment at least partly attributable to the lack of specific
goals and objectives for the secondary market process. There
was unanimous agreement among the Director of the Office of
Secondary Market Operations and officials at SBA headquarters
that formal goals and objectives, with procedures for achieving
them, should be established. This need is critical not only
from the standpoint of guiding overall agency policy regarding
the secondary market but also for clarifying which organiza-
tional components will be responsible for implementing and over-
seeing that these goals are achieved.
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Reorganizations within SBA over the past several years were
cited by SBA officials as a major reason for the lack of clear
responsibilities and specific objectives for the secondary mar-
ket. We were told by SBA management that procedures are being
ﬂevn1nnnﬂ that will specifv the responsibilities of the 4dif-
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ferent organizational units within SBA for the secondary market.
To the extent these procedures also lay out specific goals and
objectives and address other problems discussed in the remainder
of this chapter, the secondary market process will be improved.

IMPACT OF SECONDARY MARKET
IS LIMITED BECAUSE MANY
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secondary market, the vast majority of loans are not sold. The
following SBA statistics show that less than 19 percent of loans
approved in any fiscal year since 1977 were sold. Because the
number of loans approved include a small percentage of economic
opportunity loans, which are also eligible for sale in the
secondary market, the figures are slightly higher than shown
in the table on page 4.

Fiscal Number of loans Number of loans

year approved sold Percent
1977 25,031 2,671 10.7
1978 25,485 3,875 15.2
1979 23,779 3,904 16.4
1980 24,786 2,942 11.9
1981 22,880 3,022 as/l3.2
1982 12,231 2,320 18.9

a/The accuracy of SBA's statistics for loans sold in fiscal year
1981 was verified. We found that actual sales were about 19
percent higher than reported, or about 16 percent for the
fiscal year. The reporting problems are discussed more fully
on p. 62,

Even if other fiscal years' activity were adjusted to
account for the error rates noted in fiscal year 1981, loans
sold in the secondary market probably would still have not
exceeded 25 percent in any given year. The following table
identifies the reasons given by banks for not selling SBA
loans.
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Major Somewhat of Not a
reason a reason reason

(Percent of responses in each category)

Not that familiar with
secondary market sale
provisions 11 22 67

SBA loans represent
small portion of our
portfolio 49 27 24

Did not need liquidity 52 22 26

Insufficient yield or
profit 14 18 68

Would lose deferment
flexibility with the
borrower because of
third party interest 6 20 74

Loan guarantees are
retained as "collateral" 7 18 75

As shown in the table, the most frequently cited reasons
for not selling loans were that they represented only a small
portion of the bank's loan portfolio and banks d4id not need the
liquidity. For example, a bank in Louisiana stated:

"The primary reason our bank has not sold SBA
loans in the secondary market is that we have not
had a liquidity problem, particularly during the
past 3 years, and have not felt a need to utilize
the secondary market."

About 34 percent of the banks reporting that they did not
sell loans also reported lower demand for loans. Mentioned most
frequently as reasons for the decreased demand were high inter-
est rates followed by a depressed local economy. Another reason
for a decreased number of loan applications was fewer new busi-
ness starts.

We visited approximately 20 banks in Pennsylvania and Dela-
ware during the last gquarter of calendar year 1981 and the first
quarter of 1982. Officials of most of these banks said that
they were in a comparatively ligquid position because high
interest rates had been keeping loan demand down. Accordingly,
they said they were retaining their SBA-~-guaranteed loans rather
than selling them.
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Results of our questionnaire show that many banks have not
sold SBA loans in the secondary market because they represent
such a small portion of the banks' loan portfolio. This is par-
ticularly the case with larger banks. Even though many of them
are guite active in making SBA loans, the percent of their SBA
loans to their total small business loan portfolio was about 6
percent, compared with 14 percent for small banks and 9 percent
for medium-sized banks. Also, about 17 percent of the banks
responded that they had less than three SBA loans. Of this
group, only 7 percent sold loans, with most citing the small
portion of their portfolio as the reason for not selling.

As the table on page 47 shows, other reasons offered by
banks as affecting their decision not to sell SBA loans in the
secondary market were (1) insufficient yield, (2) loss of the
ability to adjust the borrower's payments if necessary, and (3)
desire to retain the guaranteed portion of the loan as
collateral.

ONDARY MARKET'S EFFECT ON

SEC
SMALL BUSINESS BORROWING COSTS

SBA expected that, over time, use of the secondary market
would result in lower borrowing costs to small businesses. How-
ever, our comparison of interest rates on loans sold in the
secondary market with those not sold showed no significant
difference in interest rates for fiscal years 1980-81,.

Using data tapes of loan information supplied by SBA and by
SBA's fiscal transfer agent for the secondary market, we com-
pared the interest rates on loans sold with the interest rates
on the entire group of SBA-guaranteed loans (about 71,000)
approved in fiscal years 1979, 1980, and 1981. Our comparison
was limited to loans sold through the FTA because data on other
loans sold was not automated and did not readily lend itself to
analysis. About 40 percent of the loans were sold using the
services of the FTA.

Our comparison of variable rate locans sold in the secondary

market showed that they carried higher interest rates than
variable rate loans not sold, as shown in the following table.
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Variable rate loans

sold Not sold

Average Average
Fiscal vear Number interest rate Number interest rate

(percent) (percent)
1979 127 Prime + 2.60 a/8 Prime + 2.18
1980 571 Prime + 2.25 2,004 Prime + 2.11
1981 608 Prime + 2.28 10,057 Prime + 2.08

1,306 12,069

a/The small number of loans prevents a valid comparison with
variable rate loans sold in fiscal year 1979.

A further analysis showed that two large nonbank lenders
accounted for most of the interest rate differential, as shown
1in the table below.

Variable rate loans made Variable rate loans
by nonbank lenders maae by other lenders
Fiscal Average Average
Year Number interest rate Number interest rate
{percent) (percent)
1979 3 Prime + 2.75 124 Prime + 2.60
1980 127 Prime + 2.61 444 Prime + 2.14
1981 168 Prime + 2.65 440 Prime + 2.15
298 1,008

Nonbank lenders generally have a policy of making the
majority of SBA loans at the maximum rate of prime plus 2.75
percent. As shown by the above two tables, this practice has
largely contributed to the differences in interest rates
between variable rate loans sold and not sold.

The negligible difference in interest rates between loans
sold and not sold in fiscal years 1980-81, after removing
nonbank lenders, was further substantiated by bank responses to
our guestionnaire. Fifty-seven percent of the lenders indicated
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that the secondary market has no effect on the interest rate,
and another 25 percent said that the effect is less than 1
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percent.
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Fixed rate loans sold in 1979 and 1980 also had a slightly
higher interest rate than those not sold. However, in 1981 the
opposite happened, as shown in the next table.

Fixed rate loans
Sold Not sold
Fiscal Average Averagde
Year Number interest rate Number interest rate

(percent) (percent)
1979 658 11.8 23,052 11.5
1980 841 14.7 21,334 14.5
1981 311 16.9 11,924 17.6

1,810 56,310

SIT—— e —

No definitive conclusion can be reached for the differences in
the above rates. However, a possible explanation given by an
SBA official knowledgeable in the secondary market was that
lenders in 1981 may have been more apt to hold onto their higher
priced fixed rate loans anticipating that interest rates woula
decline.

Some lenders strive to reduce
borrowers' costs; others do not

Lenders can use the secondary market to significantly
increase their yields on SBA loans or to reduce borrowers'
interest costs. Yields increase because investors accept a
lesser rate of interest than the bank charges the borrower.
This difference is called a servicing fee. Depending on the
circumstances of the sale, yields can be very high, as illus-
trated by the following example:

--In July 1981 a Pennsylvania bank made a
$100,000, 7-year variable rate loan to a grocery
store. The interest rate to the borrower was
prime plus 2 percent. In February 1982, when
the value of the loan had been paid down to
$93,827, the bank sold the 90-percent guaranteed
portion of the lcan, which at that time amounted
to $84,444. The price the dealer paid the bank
was 102.3 percent of the face amount, or $86, 386
(a $1,942 premium). The interest rate the
dealer accepted was prime minus 1.3 percent.
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Assuming that prime averaged 13 percent between
February 1982 and February 1983, the resulting
3.3 percent service fee, together with the
$1,942 premium, translates to about a 60-percent
return to the bank during the first year of the
loan.

In contrast with the above example, some lenders pass along
lower interest rates to their small business borrowers. Data
maintained by the FTA showed a number of banks with compara-
tively low servicing fees. For example, a West Virginia bank
sold six loans in fiscal year 1981 with an average servicing fee
of about 1 percent. We contacted the bank president and asked
him to discuss his lending policies. He said he prefers to make
fixed rate loans that are presold before the loan is closed.

His bank gets a 45-day forward pricing commitment from its
broker for a set rate. The bank then adds a service fee of 1/2
to 1 percent to the agreed rate. The president believes that a
service fee of between 1/2 and 1 percent is sufficient. He said
that many banks do not do anything for the service fee except
open mailed-in financial statements, make a couple of phone
calls, and maybe visit once a year.

Our discussion with lenders revealed that the amount of
loan servicing done varies from next to nothing to detailed
involvement with the borrower. Further, the servicing fee
generally does not relate to the actual amount of servicing
performed by the lender and. in most cases it 1s simply the
difference between the interest rate charged the borrower and
the rate at which the loan is sold in the secondary market.

For fixed rate loans the servicing fee is primarily linked
to the length of time the loan is held before sale. When in-
terest rates are rising, fixed rate loans often must be sold at
a discount or not sold at all. For example, the Wisconsin
bank mentioned on page 42 had almost $14 million in fixed rate
loans which, according to the bank president, could not be sold,
except at a discount, because of rising interest rates.
Conversely, lenders can obtain high service fees on fixed rate
loans when interest rates fall. The exposure of lenders to
market fluctuations and market risks was a primary consideration
in the Capital Access Committee's recommendation that no
restrictions be placed on servicing fees for loans held longer
than 6 months. (See p. 54.)

There is no current limitation on the amount of servicing
fees that lenders can charge on SBA loans sold in the secondary
market regardless of the time the loan is held. Computerized
data on service fees is limited to the loans sold through the
FTA. Analysis of this data for 3,116 loans sold in fiscal years
1979-81 showed wide variations in the service fees being charged
by lenders as follows:
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Percent of loans sold

Number of loans sold (cumulative)

Service Fixea Variable Fixed Vvariable

fee range rate rate Total rate rate Total
{percent)
Less than .50 489 40 529 27 3 17
.50 to .99 437 84 521 51 9 34
1 to 1.49 332 94 426 70 17 47
1.5 to 1.99 280 166 446 85 29 62
2.0 to 2.49 105 254 359 91 49 73
2.5 to 2.99 69 433 502 95 82 89
3.0 to 3.49 41 154 195 97 94 96
3.5 to 3.99 19 39 58 98 97 97
Over 4.0 38 42 80 100 100 100

Total 1,810 1,306 . 3,116

Lenders can derive significant yields based on the servic-
ing fee charged and the prevailing interest rate. For example,
861 loans in the above table were sold with a service fee
between 2 and 3 percent. Based on interest rates between 14 and
21 percent, lender yields would range between 32 and 48 percent.
The table that follows shows some typical yields that can accrue
to the lender for various borrower interest rates and service
fee combinations, assuming the loan is 90 percent guaranteed and
sold at face value.
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SERVICE FEE

Borrower Interest Rate

va a2z 1 2 2 22 3 3wz 4 4172
14 16.2% 18.50 23.00 27 80 3200 36.50 41.00 45.50 50.00 54.50
141/2 1675 19.00 23580 28 00 3250 3700 41.50 46.00 50.50 55.00
15 17.25 19.50 24.00 28 50 3300 37.50 42.00 46.50 5100 55.50
15172 1775 20.00 24.50 2900 3350 38.00 42 60 47.00 51.60 56.00
16 18.25 2050 25.00 2950 3400 38 50 43 00 47.50 52.00 56 50
16172 1875 2100 25.50 3000 34 50 3900 4350 48.00 52.60 5700
17 1925 21.50 26.00 3050 35.00 39.50 44.00 48.50 53.00 5750
17172 1975 2200 26 50 3100 3550 40.00 44.50 49.00 §3.50 58 00
18 2025 2250 2700 3150 36.00 40 50 45.00 49.50 54.00 58.50
181/2 20.7% 23.00 27 50 3200 36 50 41 00 45 50 50.00 5450 59.00
19 2125 23.50 28.00 3260 3700 4150 46.00 50.50 65 00 59.50
19172 21.7% 2400 28.50 3300 3750 4200 46.50 51.00 55.60 80.00
20 2225 24.50 2900 3350 3800 4250 47 00 51.50 56.00 60.50
201/2 2275 25.00 29.50 3400 3850 43.00 47.50 6§2.00 56.50 61.00
21 2325 2560 3000 3450 3800 43.50 48 00 52.60 5700 61.50

When a lender is able to get a high service fee, it can get
its entire investment in the loan back very gquickly, particu-
larly when the loan is sold at a premium. This was illustrated
by the example on page 50 where the lender would recoup its 10-
percent investment in less than 2 years.

IMPROVEMENTS TO THE SECONDARY

MARKET ARE NEEDED

The potential of the secondary market to assist small
businesses would be enhanced by controlling servicing fees and
encouraging lenders to consider making fixed rate loans when
appropriate. Accounting inconsistencies should be corrected to
overcome investor problems and to improve the marketability of
SBA-guaranteed loans. Likewise, recordkeeping problems should
be resolved so that SBA's oversight is better ensured and so
that lender servicing fees can be monitored.
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Controlling lenders' service fees
needs a closer look

The Capital Access Committee noted that some lenders were
receiving high service fees that usually do not result in any
lower interest rate benefit to the small business borrower.
Consequently, the committee recommended that a ceiling be
imposed on the servicing fees received by lenders who originate
loans and rapidly resell them. Specifically, the committee
proposed that lenders who sell loans within 6 months of approval
be limited to a service fee of 3 percent. The committee also
suggested that no restriction be placed on the servicing fee for
loans held longer than 6 months. The committee's rationale for
this distinction was that loans held more than 6 months expose
lenders to market fluctuations and, therefore, to market risks.
For example, there is a market risk to lenders making fixed rate
loans during periods of rising interest rates since the value of
the loans as assets would depreciate. Accordingly, the commit-
tee believed lenders are entitled to whatever rewards they
obtain for accepting these market risks.

We agree that servicing fees need to be controlled if small
businesses are to benefit from lower interest rates through the
secondary market. However, we are not sure that imposing a pre-
determined ceiling, especially as high as 3 percent, represents
any significant improvement over the current situation. We be-
lieve that controlling servicing fees based on the loan's size,
the extent of loan servicing performed by the lender, and the
relationship of premiums to service fees are more equitable
measures on which to set fee structures. Further, we agree with
the Capital Access Committee that the length of time a loan is
held should be considered in controlling service fees. However,
the time the loan is held primarily relates to fixed rate loans,
since variable rate loans have little market risk over time.

Only 11 percent of the loans sold through the FTA had
service fees of 3 percent or more as shown in the table on page
52. This percentage includes some loans that were held by
lenders for more than 6 months. Accordingly, the committee's
recommendation that service fees be limited to 3 percent on
loans held by lenders for less than 6 months would affect less
than 11 percent of all loans sold based on statistics for the
last 3 years.
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Further, a service fee of 3 percent allows lenders to make
yields of over 40 percent on loans sold at face value, as shown
in the service fee table on page 53. In contrast, limiting
service fees to 2 percent would still allow lenders to realize
yields of more than 30 percent and would have affected about 38
percent of the loans sold.

The committee report did not consider the size of the loan
as a factor in limiting service fees. The larger the loan, the
greater the amount the lender earns as a fee. However, there is
no direct dollar for dollar correlation between the size of the
loan and the amount of servicing performed by a lender. Conse-~
gquently, for a small loan the 3-percent servicing limitation may
be appropriate while conversely it may permit excessive profit
on a larger locan. For example, if a lender makes a $50,000,
90-percent quaranteed loan at 15 percent and sells the $45,000
guaranteed portion to a secondary market investor who takes a
l2-percent rate, the 3-percent difference results in a service
fee of about $1,350 ($45,000 x .03) during the first year of the
loan. However, if the loan is 10 times as large, the lender
will receive a service fee 10 times as great, or $13,500
($450,000 x .03).1

The committee did not consider the extent of lender
servicing in setting service fee limitations. There seems to be
no relationship between the amount of servicing actually done by
a lender and the fee charged. Rather, the size of the servicing
fee is based on the price the investor is willing to pay the
lender when the loan is sold.

Finally, the committee report did not address the
relationship between service fees and premiums. Lenders can
circumvent the committee's recommendation to limit service fees
to 3 percent by charging investors a premium and not passing any
interest rate savings along to the small business borrower, as
illustrated by the following hypothetical example. 1In actual
practice, substituting a premium for a lower servicing fee is
more complex, necessitating consideration of amortization tables
and the present value of money.

Example: Assume that the prime rate is at 13-1/4
percent and the lender charges the maximum allow-
able rate over prime (2-3/4 percent), the small
business' borrowing cost would be 16 percent.
Further, assume that a secondary market investor
is willing to buy the guaranteed portion of the
loan--$100,000--for a l2-percent yield. The

'Annual service fee compensation will decrease in subsequent
years as the loan balance decreases.
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4-percent differential gives the lender a
4-percent servicing fee, or $4,000. Theoreti-
cally, if the committee's recommendation were
implemented, limiting the servicing fee to 3 per-
cent, the lender would be precluded from charging
more than 15 percent on the loan and a l-percent
interest savings would accrue to the borrower.

However, assume the lender charges the investor

a $1,000 premium in addition to the $100,000 pur-
chase price of the guarantee. By being charged a
premium the investor will require a higher yield
as compensation for that premium. Assuming the
yield required is 13 percent, the lender can con-
tinue to charge the small business borrower 16
percent and also make $4,000 during the first
year. The lender would still be in compliance
with the committee's recommended 3-percent limita-
tion; however, the objective of that recommenda-
tion, lowering the small business' borrowing
costs, would not have been achieved.

Factors such as the loan size, extent of servicing, and
impact of premiums must be considered for servicing fees to be
effectively controlled. These factors, along with the length of
time the loan is held--primarily for fixed rate loans--need to
be adequately addressed to assure that a servicing fee structure
is equitable to both lenders and borrowers,

Using the secondary market
to encourage fixed rate
lending has potential

The secondary market has been used by some lenders as a
tool to offer borrowers the stability of fixed rate loans.
However, we believe the process offers greater potential for
making fixed rate loans available.

Several States have initiated actions to encourage more
fixed rate SBA loan guarantees in conjunction with the secondary
market process. One such initiative is the Minnesota Plan,

a pilot program intended to respond to small business needs for
long-term, fixed rate, capital asset financing in the State of
Minnesota. The plan was conceived and proposed to SBA by the
Minnesota Small Business Finance Agency (MSBFA) and was author-
ized for implementation by SBA in August 1982 as a l-year pilot
program.

Briefly, the plan offers an approach for using the secondary
market that requires close cooperation between MSBFA and the
Minnesota banking community. It requires MSBFA to initially
sell taxable, long-term fixed rate bonds to investors in $5 mil-
lion to $10 million lots. Proceeds from the bonds are placed
with a trustee for investment in the guaranteed portion of SBA
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fixed asset loans made by banks. This arrangement provides
banks with an additional marketing tool for their customers and
a liguid qecondarv market. In return, banks work with MSBFA to

tallor the loan terms to correspond to the interest rate and
maturity of the bonds. As small businesses pay the partici-
pating banks, the banks in turn pay MSBFA, which then retires
the bonds in accordance with a predetermined schedule.
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"k % * conduct a critique and evaluation in order
to determine whether, and to what extent this
pilot program has accomplished its stated purpose
effectively and efficiently and whether a per-
manent program of this type would be in the

best interest of the small business community."

We believe that certain technical details of the pilot program
should be included in an evaluation, such as

--how the timing of bond sales with loan commit-
ments affected small business interest rates and
how those rates would be affected during periods
of interest rate instability and

-~how successful the plan was in matching guar-
antee loan maturities with the maturities of the

bonds.

Another initiative to encourage more fixed rate lending
involves the concept of loan pooling. Loan pooling refers to
the grouping together of loans with homogeneous characteristics
(for example, maturity periods and interest rates) for sale to
investors. The Capital Access Committee recommended in its
report to the SBA Administrator that a loan pooling program be
established to make it more feasible for large financial
institutions to purchase large quantities of SBA-guaranteed,
fixed rate loans in the secondary market. The committee felt
that by enlarging the secondary market demand for these loans,
the rate of return required could be reduced and fixed rate
financing could be made more available.

The committee reported that many larger financial
institutions have been reluctant to invest in SBA-guaranteed
loans because of the wide variety of loans offered in the
secondary market and the absence of sizable blocks of loans with
similar characteristics and an easily determined final maturity
and average life. The committee believes that if blocks of SBA-
guaranteed, fixed rate loans were offered in pools of $10
million to $25 million, they would attract significant numbers
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of institutional buyers. 1In theory, the large transaction sizes
would permit lower yields, generating savings that could be
passed on to the small business borrowers who would also benefit
from the emphasis on fixed rate loans.

Investor interest in purchasing fixed rate SBA loans has
increased as interest rates have fallen. The declining interest
rates offer an excellent opportunity to get more lenders to
offer fixed rate loans. There are indications that increased
fixed rate loan activity has been hampered because SBA regula-
tions require that the interest rate be set at the time of loan
application rather than at the time the loan is disbursed. The
impact of this problem was brought out in an October 1982 report
by the House Committee on Government Operations. The report
cites comments made by an SBA lender:

"The procedures * * * for making a fixed rate loan
are fairly cumbersome. You make a commitment to
the borrower and the rate is established. Then it
may take 6 months for all the paperwork to be .done
in order to sell off the guarantee [in the secon-
dary market].

"No lender of our size would take the risk of
making a fixed rate loan at the beginning of the
loan process hoping you could sell it off to main-
tain your profit, 6 months later. As a result, we
can only do variable rate loans * * * "

Pricing fixed rate loans at the time of loan disbursement
would also make them more of a lending option during rising or
fluctuating interest rate periods since the interest rate would
be more certain.

Mounting investor concerns could
affect SBA loan marketability

Secondary market investors are attracted to SBA loans
because the loans are fully guaranteed by the Government and
have attractive yields. Discussions with nine of the largest
purchasers of SBA loans, accounting for 31 percent of the loans
sold through the FTA, revealed problems which, if not corrected,
could seriously affect the marketability of these loans. These
investors identified problems including

--reconciling payment differences between their
records and those of the FTA,

--losing premiums due to prepayment of loans, and

--failing to receive timely payment from SBA on
defaulted loans.
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Major investor problem

By far the most significant investor problem is reconciling
payment differences caused by a lack of a uniform method of com-
puting interest. This causes a great deal of confusion for both
investors and the FTA. Further confusion arises when lenders
change their method of accruing interest on existing loans.

There are two generally accepted methods for accruing
interest on SBA loans. These are:

-~Actual/365: Interest is calculated on the exact
number of days in the year and charged for the
actual number of days in the month from the pre-
vious month's payment.

-~30/360: Interest is calculated on the basis of a
360-day year and each month is counted as 30
days.

The problem of accounting for interest was particularly
nettlesome to one investor who told us that he became so dis-
gruntled that he sold virtually his entire $8 million portfolio
of SBA-guaranteed loans. Two other investors, including one who
purchased $45 million in guaranteed loans, stated that because
of problems in reconciling payments they were no longer purchas-
ing the loans.

Investors tended to blame the FTA for these problems. At
our request, one investor provided specific examples of payment
discrepancies with the FTA. We discussed these examples with
the FTA which disclosed that the problems were largely attribut-
able to the lack of a standardized method of calculating inter-
est. Other factors such as untimely and/or partial payments by
lenders and mail processing delays also contributed to the pay-
ment discrepancies. For example, the FTA estimated that each
month about 20 percent of lender remittances are late, causing
delays in paying investors. According to the FTA this is
usually caused by borrowers not making timely payments to
lenders. While a senior vice president in charge of the FTA
program said he appreciated investor concerns, he pointed out
that the FTA can only pay out what it receives,

The Small Business Committee on Capital Access, cognizant
of investors' concerns, addressed the interest rate problem.
The committee made the following recommendations:

~-Require lenders to stipulate their methods of
accruing interest.
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--Require the FTA to remit interest due on a
standard accrual calculation.

--Require lenders to remit principal and interest
on a timely basis,

The committee recommended that lenders be required to
declare the method of accruing interest when the loan is sold
and stay with that method throughout the life of the loan.

The committee also recommended that the FTA remit interest
to the investor as calculated on a 30/360 basis regardless of
the method used by the lender. The committee believed that this
would enable the purchaser of SBA loans to calculate the antici-
pated interest more easily and to forecast cash flow more accu-
rately, making an investment in SBA loans more attractive.

Lastly, the committee recommended that the method of lender
remittances be revised. Presently, a lender must remit to the
FTA any payments received during the month. If payments are
not received, then nothing is forwarded to the FTA. Under the
committee's proposed revision, the lender would be required to
remit principal and interest payments to the FTA by the last
business day of the month following the month in which the bor-
rower's payment is due, whether or not the payment was actually
received by the lender. In essence the lender would be per-
mitted to retain the equivalent of 1 month's payment to ensure a
steady stream of payments to .the investor. According to the
committee, by ensuring investors of timely payments, the attrac-
tiveness of SBA-guaranteed loans could be considerably
enhanced.

We believe that the recommendations proposed by the Small
Business Committee on Capital Access, if properly implemented,
will mitigate many of the paperwork and recordkeeping concerns
cited by investors. The first recommendation can be implemented
administratively. The second recommendation requires that any
differences between payments made by the FTA and those remitted
by the lender be settled at the end of each FTA contract per-
iod. SBA would reimburse the FTA for any shortfalls and receive
any aggregate overpayments. SBA should determine whether it has
the authority to implement this recommendation.

The committee's third recommendation, as presented, could
probably be implemented administratively through a provision in
the secondary market sales agreement. However, in our judgment,
a more effective alternative of ensuring timely payment would be
to use the FTA. The FTA offers the advantage of a single source
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to ensure timely payment to investors. Conversely, the commit-
tee's recommendation requires numerous lenders to remit timely
payments to the FTA with no provision to assure continuous pay-
ments to investors should some lenders not comply. Using the
FTA as the centralized source has the benefit of eliminating the
chance of noncompliance because of lenders not remitting pay-
ments. However, an impediment to the use of the FTA in this
manner is that an initial pool of capital would have to be pro-
vided to the FTA to assure the steady stream of payments to
investors. SBA would have to determine whether it has the
authority should it decide to use the FTA in this manner.

The nine large investors we contacted commented that the
committee's recommendations, if implemented, would make SBA
loans more attractive. Most of the investors also said they
would accept a lower interest rate; some 1/4 to 3/4 percent
lower. Therefore, these recommendations, if combined with bet-
ter controlling of servicing fees discussed on page 54, could
lead to reductions in small business borrowing costs.

Other investor problems

Other investor concerns mentioned less frequently included
loss of premiums on prepaid or defaulted loans and SBA delays in
settling closed-out loans. When an investor purchases a loan at
a premium, it pays the lender or broker more than the loan's
face amount to acquire the loan. For example, if an investor
buys the 90-percent guaranteed portion of a $500,000 SBA loan at
a 2-percent premium (102), it will pay $500,000 x 90 percent =
$450,000 x 1.02, or $459,000~-a $9,000 premium. SBA's guarantee
covers principal and interest on the loan but does not extend to
the premium. Consequently, if the borrower either prepays his
loan or defaults a short time after repayment begins, the inves-
tor risks losing the premium and could lose money on the
investment.

Investors also complained about delays in receiving payment
from SBA on defaulted loans. For example, one large investor
told us that SBA normally takes 2 to 3 months to pay off on
defaulted loans. The investor's loan service supervisor said
that two SBA repurchases exceeded even their worst expecta-
tions. For one loan, payment was demanded from SBA in September
1981 but was not received until June 1982. Payment on the
second loan was demanded in February 1982 and had not been
received as of the end of July 1982.

We were unable to assess the magnitude of these problems
because SBA does not keep readily usable records of loans sold.
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Secondary market sales
are not accurately reported

SBA district and branch offices, which are required to
report secondary market sales, understated fiscal year 1981
activity by about 19 percent. Currently, SBA makes little use
of the secondary market sales data. The reports that are sub-
mitted by the field offices are summarized but are not regularly
analyzed or otherwise used by SBA to manage the program.

These inaccuracies do not matter much if the reports are
not used; however, we believe that greater use could and should
be made of data about secondary market activity. For example,
if the secondary market is going to be used to promote more use
of fixed rate loans as we suggest on page 56, accurate statis-
tics are needed to analyze how many fixed and variable rate
loans are being made by lenders and what the rates on these
loans are. Also, the reports could be used to monitor and
control service fees charged by lenders. For these reasons, and
to improve administrative oversight of the secondary market
process, we believe that more attention to recordkeeping is
needed.

SBA procedures require field offices to maintain a monthly
log of all loans sold in the secondary market to assure their
easy identification and control. A copy of this log is to be
sent monthly to SBA's Office of Secondary Market Activities in
New York where summary schedules are prepared showing the number
of loans sold and the dollar amounts of these loans for each of
SBA's 10 regional offices. Once SBA's New York office has
prepared the summary schedules, the reports are forwarded to the
FTA. The monthly reports are used by the FTA to get a perspec-
tive on its share of the secondary market. When the FTA fin-
ishes with the reports, they are returned to SBA's New York
office which forwards them to SBA's Investment Division in
Washington where they are maintained on file. The data is not
used further by management.

We reviewed all logs submitted by SBA field offices in fis-
cal year 1981 to determine their completeness and accuracy. Our
review disclosed numerous omissions and errors which undermine
the utility of the summary reports. Specific problems noted are
highlighted below.

First, we encountered a problem in distinguishing between
loans sold using the FTA and transactions directly between len-
ders and investors. SBA's procedures do not require field
offices to distinguish on their monthly logs between these two
methods of selling loans. Only 9 of the 68 reporting field
offices routinely made a distinction. We were able to determine
the accuracy of field office reports for those loans sold
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through the FTA by comparing the reports with the FTA's com-
puterized records. According to the FTA's records, 1,630 loans
were so0ld through it in fiscal year 1981. However, SBA field
office reports accounted for only 1,324 of these sales, leaving
306 loans, or 19 percent, not accounted for.

To test the accuracy of the FTA's records we reviewed the
source documents on 185 of the 306 loans that were not reported
by the field offices. This validation showed that 179 of the
185 tested loans were actually sold in fiscal year 1981 and sim-
ply not reported by the SBA field offices. The remaining six
were either FTA keypunch errors or loans sold directly between
lender and investor prior to fiscal year 1981 and converted in
fiscal year 1981 to use the FTA services.

The reporting accuracy of secondary market sales varied
widely among district and branch offices. Some offices always
submitted completely accurate reports or reports with only an
occasional omission. However, others had many omissions and
five did not submit any reports during fiscal year 1981. These
five nonreporting offices had 109 loans sold according to the
FTA's records.

The extent of loan omissions has had an important effect
on the accuracy of reported secondary market sales activity.
For example, 3,022 loans were sold in fiscal year 1981 totaling
$480.6 million according to the SBA New York office's records.
These amounts include loans sold through the FTA as well as
those sold directly between lender and investor. The l19-percent
understatement represents only the loans sold through the FTA
for which we were able to get comparable figures. Since field
office reports include both methods of transactions, it is logi-
cal to assume that loans sold directly between lenders and
investors were also understated by about 19 percent on the field
office reports.

The Director of the Office of Secondary Market Activities,
while aware that reporting problems existed, expressed concern
about the high percentage of omissions. We discussed with the
director two options for dealing with this problem. Both would
require developing a centralized, automated file on all loans
sold in the secondary market so that complete analyses could be
performed and adequate oversight of the process maintained.

Under the first option, the current field office log would
no longer be used and a more informative data file would be
established. SBA's Director of Office of Program Policy Evalu-
ation designed an input form for establishing a much improved
data base. (See app. V.) We discussed this revised form with
staff in four SBA district offices, and all stated that it would
not require any more work to complete than the current log.
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To obtain a centralized computer file under this option,
SBA field offices could either enter the data on secondary mar-
ket transactions directly to SBA headquarters or batch the
transactions for central keypunching in SBA headquarters. Also,
a data element could be set up in the SBA loan file to indicate
that the loan had been sold in the secondary market. This would
facilitate comparisons of such characteristics as interest rates
between loans sold and not sold, which now only can be done
through a very inefficient process.

The second option would be for the FTA to provide a central
settlement service. Under this option all documents and sales
agreements as executed by seller, purchaser, and SBA would be
forwarded to the FTA. Upon receipt of funds from the pur-
chaser, the FTA would create a permanent loan record, wire funds
to the seller, and forward the loan package to the purchaser.
The loan record established by the FTA, on all loans sold, would
be maintained on a computerized file for analysis by SBA.

Centralized control is the primary advantage of using the
FTA service since responsibility for maintaining an accurate
file is placed on one entity. The primary drawbacks to using
the FTA are cost considerations and lender preferences to deal
directly with investors. The FTA estimated a one-time charge of
$80 per transaction for centralized recording, $20 of which
would go to SBA for administrative purposes. Since about 50 to
60 percent of transactions presently are not sold through the
FTA, sampling of lender/investor reaction to such a change would
probably be prudent in evaluating the merits of this option.

As previously discussed, the alternative to using the FTA
is to improve present field office reporting. This option has
the primary advantage of allowing lenders the choice of using or
not using the FTA's services. On the other hand, this option
has the major disadvantage of relying on more than 70 field
offices to correctly report data on sales transactions. Ob-
viously, this increases the margin for error over using a single
entity-~the FTA.

CONCLUSIONS

The secondary market for SBA guarantee. i0ans nas bene-
fited small businesses because it helps lenders to make longer
and larger loans than they could otherwise and it provides len-
ders with funds to make additional small business loans. Some
lenders are able to offer their small business borrowers the
stability of fixed rate financing often by preselling the
guaranteed portion of the loan.
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The extent of secondary market activity is governed by con-
ditions in the credit markets as well as by lenders' policies.
Many lenders did not need the additional financing obtained by
selling loans in the secondary market because recent demand for
small business loans has diminished due to the poor economy and
high interest rates. However, other lenders, particularly non-
bank lenders, adopt policies to sell all or most of their guar-
anteed loans in order to leverage their funds and increase loan
yields.

Aside from increasing the availability of funds, SBA also
expected that the secondary market would result in lowering
small businesses' borrowing costs. However, our comparison of
interest rates on loans sold in the secondary market with those
not sold showed no significant difference in interest rates.
According to the Capital Access Committee, these fees need to be
controlled if small businesses are to receive lower interest
rates.

Investors are encountering problems with their SBA loans
that have hurt the reputation of these loans in the secondary
market. Some investors have decided not to purchase any more
SBA loans because of confusion about methods for calculating
interest and their failure to receive timely remittance of prin-
cipal and interest., Recommendations made by SBA's Capital
Access Committee should, if properly implemented, help correct
these problems.

The secondary market process offers the potential to make
fixed rate loans available to small business borrowers. Several
innovative approaches, such as the Minnesota Plan and loan pool-
ing, may also provide alternatives for getting more fixed rate
loans out to the small business sector. Currently, SBA regula-
tions require that the interest rate be set at the time of loan
application rather than at the time the loan is disbursed. More
lenders would be encouraged to offer fixed rate lending if the
interest rate could be agreed upon when the loan was actually
disbursed.

Administrative problems also plague the secondary market
process ‘and cloud its visibility. The process operates without
formalized goals and objectives and clear lines of responsi-
bility within SBA have nét been defined. Reports and records on
loans sold in the secondary market are inaccurate and incomplete
and generally not used by management for administrative over-
sight. These administrative problems have to be addressed to
effectively deal with other problems such as controlling servic-
ing fees, resolving mounting investor concerns, and making fixed
rate loans more available to small businesses.
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RECOMMENDATIONS

To improve the secondary market's effectiveness in making
more funds available to small businesses at a lower cost, we
recommend that the SBA Administrator:

~--Direct the Associate Administrator for Finance and
Investment and the Director, Office of Secondary
Market Operations, to develop procedures to clearly
state SBA's goals and objectives in promoting the
secondary market. Also, clarify functional respon-
sibilities for overseeing the implementation of
these objectives.

--Develop better procedures for keeping records of
secondary market transactions, including service
fees and prices paid by investors for loans. The
Administrator should determine whether improved
recordkeeping controls could be accomplished more
efficiently by internal changes in SBA's procedures
or by using the services of the FTA for all loans
sold in the secondary market.

-=-Direct the Associate Administrator for Finance and
Investment and the Director, Office of Secondary
Market Operations, to develop a strategy for using
the secondary market to offer small businesses the
option of fixed rate financing. This strategy
should address the desirability of actions such as
the Minnesota Plan, the use of loan pooling, and the
advantages and disadvantages of setting interest
rates on fixed rate loans at the time of loan dis-~
bursement.

-~Implement the recommendation of the Capital Access
Committee that would require lenders that sell SBA-
guaranteed loans to stipulate their methods of
accruing interest and then continue to remit funds
on this basis as long as the loan is active.

--Determine whether SBA has the authority to implement
the recommendation of the Capital Access Committee
which would require the fiscal transfer agent to
remit interest to the investor as calculated on a
30/360 basis, regardless of the actual interest
accrual method used by the lender. If SBA has this
authority, we further recommend that the Capital
Access Committee's recommendation be implemented.

--Request from the fiscal transfer agent a formal
proposal on how it could function as a central
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paying agent. Determine whether this proposal or

the recommendation of the Capital Access Committee
that would require lenders to remit principal and

interest on a timely basis is the more preferable

and act accordingly.

We further recommend that if the Administrator decides to
control servicing fees, as recommended by the Capital Access
Committee, he take certain steps to ensure that the Committee's
intent of lowering borrower interest rates is achieved. Specif-
ically, we recommend that the Administrator not establish a
fixed fee but rather design regulations or procedures that limit
the servicing fee as a function of loan size, premium to be
paid, length of time the loan is held, and any extraordinary
lender services to be provided. A period of testing should be
carried out to determine the feasibility of controling servicing
fees in this manner.

AGENCY COMMENTS AND
QUR EVALUATION

SBA agreed with all but one of our recommendations and
stated that the recommendations should prove very helpful in
addressing some operating problems in the loan program. While
in basic agreement with a proposal in our draft report to estab-
lish controls on the amount of lender servicing fees, SBA did
not see a practical means for implementing it. However, SBA
agreed that, after a period of testing, a means for implementing
this recommendation may be identified.

We modified our earlier proposal in response to SBA's com~
ments. We now recommend that SBA test the feasibility of con-
trolling servicing fees based on specific loan characteristics,
should the Administrator decide to control servicing fees.
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CHAPTER 4

CHANGE IS NEEDED IN SBA's INTEREST RATE

POLICY ON GUARANTEED LOANS

High and unstable interest rates have contributed to the
bankruptcy of businesses and have caused others to deplete their
capital reserves. For small businesses receiving SBA-guaranteed
loans this situation has heightened legislative and adminis-
trative concerns over whether

--SBA's current interest rate policy is contrib-
uting to higher rates and

--alternatives to the current policy might result
in more favorable rates.

The Chairman, Senate Small Business Committee, asked us to
review options for regulating SBA-guaranteed loan interest rates
and their likely impacts on the program.

We studied alternatives SBA can use in establishing the
maximum allowable interest rate and also the option to elimi-
nate the national interest rate ceiling and rely on loan
officers to determine the reasonableness of interest rates.
Unfortunately, available data does not provide a clear basis for
determining whether regulation or elimination of the national
ceiling is preferable. While each alternative has benefits and
drawbacks, we were able to identify specific actions that the
Administrator should take under either alternative to better
ensure that the interest rates on SBA loans are more closely
aligned with prevailing market rates. The choice between
regulation and elimination of the national ceiling is SBA's;
however, its current interest rate policy should be changed.

CONGRESSIONAL CONCERNS OVER
SBA's CURRENT REGULATORY POLICY

The Small Business Act of 1953, as amended, requires the
Administrator to assure that interest rates charged on guar-
anteed loans are reasonable. The act does not define "reason-
able." However, pursuant to this requirement, SBA has since
1962 established a maximum allowable interest rate that can be
charged on SBA-guaranteed loans. SBA's current maximum allow-
able interest rate consists of a base interest rate, or bench-
mark, plus an allowable margin above the benchmark. The current
benchmark is the lowest prime rate of any money center bank as
announced in the "Wall Street Journal." The regulations provide
two margins based on the length of the loan; 2-1/4 percent for
loans under 7 years and 2-3/4 percent for loans over 7 years.
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The former Administrator provided some insight into the
criteria SBA uses in establishing its regulatory policy in his
July 1981 testimony before the Subcommittee on General
Oversight, House Committee on Small Business. He said that
SBA's policy in "setting an interest rate ceiling is to keep
participant interest rates as low as possible and still provide
the necessary incentive to encourage lenders to lend to new
small business ventures and other small businesses." He also
stated that the benchmark used to calculate ceilings must
satisfy two prerequisites: (1) be widely available and readily
recognizable to the general public from some source other than
the lender and (2) be available every business day.

As interest rates fluctuated widely during 1979-81 (see
p. 78), congressional committees increasingly gquestioned the
effectiveness of SBA's regulatory policy to ensure the reason-
ableness of guaranteed loan interest rates. Congressional con-
cerns focused on whether the prime rate is an appropriate bench-
mark or whether it has led to higher rates for SBA borrowers.
The committees were critical of the fact that there is no
universally accepted definition of the prime and that the margin
allowed over the prime is excessive since many loans are made at
rates below prime.

For instance, a House Committee on Banking, Finance, and
Urban Affairs staff report issued in April 1981 stated that data
in a July 1980 Federal Reserve report shows "that the large
banks in New York City made more than 60 percent of the business
loans below the publicly announced prime in four of the last
five quarters." The report also presented the results of a
staff survey which, among other things, asked the 10 largest
banks in the country to define their "prime rate." None of the
banks gave the same definition for the prime rate and the
definitions given were not clear. Some stated that they did not
have prime rates. Others indicated that the prime rate is a
gualitative as opposed to a quantitative decision.

For example, one bank stated that its prime rate was the
rate charged on 90-day loans to "substantial customers.™ This
bank also stated that it makes a wide variety of loans that can
be priced below prime. Another bank defined its prime rate as
the rate it publicly announced from time to time as its prime
rate. This bank also stated that it had a lending program
through which short-maturity loans are available at rates fre-
quently below the prime rate.

The substantial amount of below prime lending, together
with the uncertainty over its exact definition, led the commit-
tee staff to question the prime's appropriateness as a benchmark
for interest ceilings. Specifically, the staff concluded that:

"Federal agencies operating credit programs--such

as the Small Business Administration--should not
peg their interest rates to the announced prime
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rate. These agencies should use their own
resources to determine the real benchmark rates
existing in the economy."

Another committee that expressed concern about using the
prime is the Subcommittee on General Oversight, House Committee
on Small Business. In July 1981 this committee held hearings
on the appropriateness of the prime rate as a benchmark
for SBA's interest rate ceiling. During the hearings, the
subcommittee chairman expressed his concern over using the prime
rate as a benchmark and stated he believed that there was "wide-
spread agreement that a new peg rate should be selected that
represents a market measure--not a priced-fixed measure--of
change in lending costs."

An October 1982 House Committee on Government Operations
report concluded that the prime rate is an artificial rate and
that SBA should stop using the prime as a benchmark. The com-
mittee recommended that SBA consider rates for fixed rate loans
based on Treasury securities with comparable maturities and for
variable rate loans based on the 3- or 6-month Treasury secur-
ities rate.

While the concerns raised are understandable, they require
further explanation. Loans are made below prime for several
reasons, including (1) the loan size and maturity, (2) the bank-
ing relationship with the borrower, and (3) the rates on alter-
native sources of capital.

The effect of loan size and maturity was discussed in the
July 1980 Federal Reserve report which stated that:

"Below prime lending at large money center banks
mainly represents very large extensions of credit
for very short periods at rates linked to money
market rates."

This was also brought out in the report's transmittal letter
wherein the Chairman of the Federal Reserve Board stated that
high instances of subprime lending by large banks "can be
explained by very large loans of very short maturities." Sim-
ilarly, SBA's largest lender, Bank of America, in an August 28,
1982, letter stated:

"When loans are made to customers below a bank's
prime, they are usually made with specific funding
of matching maturities, for very large amounts,
and on relatively short terms."

The relationship between banks and their business customers

also accounts for loans made at rates below prime. For example,
a business may keep sighificant amounts of funds in the bank as
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a compensating balance for the loan. These compensating balan-
ces can increase bank yields and lead to subprime lending. How-
ever, banks are prohibited from increasing their yields on SBA
loans by requiring compensating balances.

Finally, large companies can issue commercial paper to
obtain needed funds rather than borrow from a commercial bank.
The banks compete with the yields paid on commercial paper in
order to keep large businesses as customers. As commercial
paper yields decline, banks are more likely to lend at rates
less than prime to their larger customers. This was explained
in a August 27, 1981, letter to SBA from the First National Bank
of Boston. The bank stated:

"As interest rates climbed to their recent high
levels, the country's most credit worthy busi-
nesses spurned their existing short term commer-
¢ial bank lending arrangements. Instead, alterna-
tively, they turned to the Commercial Paper Market
which offered lower rates. As a result, commer-
cial banks such as ourselves offered short term
loans at a rate more closely reflecting the alter-
native funding source available to these custom-
ers. Such rates include substantially lower
spreads than was previously normal. However, the
banks are desirous of balancing the risk in their
portfolios by including the companies, judged to
be of the highest credit quality, which could
obtain commercial paper financing. Furthermore,
these loan arrangements are for limited duration,
usually not in excess of 60 days, and are offered
on an uncommitted as and when available basis."

The Chairman of the Subcommittee on General Oversight,
House Committee on Small Business, expressed his opinion that
the benchmark should be a market measure rather than a priced-
fixed measure of changes in lending costs. This means that the
benchmark is determined through market competition--for example,
auctions on Treasury bills--as opposed to lender-established
rates as in the case of prime. The implications of these two
pricing mechanisms on small business borrowing costs are
discussed further on pages 72 to 79.

A dissenting opinion concerning the specific recommendation
of the October 1982 House Committee on Government Operations
report provides an explanation of the prime. It states that:

"The prime rate represents a rough benchmark for
the cost of money against which interest rates are
based for widely diverse groups of borrowers. In
this context, we recognize that borrowing costs,
both above and below prime, reflect all the
diversity of business, place, and time which we
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traditionally associate with commerical lending
activity in a large and complex economy."

While the dissenting opinion agreed with the "need to develop an
improved pricing mechanism for SBA loans," it expressed the need
for lender consensus on an adequate replacement for the prime
rate. Factors critical to evaluating regulatory options to the
prime rate, our analysis of those options, and a discussion of
eliminating the interest rate ceiling are contained in the
following sections.

CHANGES NEEDED IF SBA
CONTINUES TO SET AN
INTEREST RATE CEILING

The goal of SBA's interest rate regulation is to establish
a reasonable rate that will achieve a desirable level of loan
activity. Concern over SBA's use of the prime has centered
attention on finding a more precisely defined benchmark as a
means to arriving at a better understood and potentially lower
rate.

It is unlikely that any change in the benchmark would
result in a significant aggregate reduction in interest rates.
This is because the margin would have to be adjusted so that the
allowable rate would encourage lender participation. However,
other alternative benchmarks would better ensure that rates on
SBA loans are reasonable by aligning them more closely with pre-
vailing market rates. These alternative benchmarks are also
better defined and consequently, if used, would defer most of
the uncertainty inherent in the regulatory process to the
margin determination.

Factors critical to evaluating
regulatory options

We discussed the following three criteria with SBA offi-
cials, bankers, broker/dealers, and investment bankers. All
agreed that these were the primary factors that should be
applied in evaluating the efficacy of alternatives for a regula-
tory benchmark for SBA-guaranteed loans.

First, the benchmark should be comparable in maturity to
the interest rate adjustment periods on SBA loans. This is
necessary to better ensure that interest rates on SBA loans are
consistent with market-determined rates. The market tradition-
ally demands a higher yield for fixed rate, longer maturity
loans because lenders face a greater uncertainty of future
changes in the value of capital. Variable rate lending trans-
fers this interest rate risk to borrowers by allowing lenders to
periodically adjust interest rates over the life of the loan.

Second, the benchmark should be widely available, readily
recognizable, and available every business day to the general
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public from some source other than the lender. Together with
other criteria, this should promote borrower and lender accep-
tance of the benchmark and provide the clarity necessary for
effective program administration.

Third, the benchmark should be indicative of changes in
banks' cost of capital which is a primary determinant of the
interest rates banks charge their customers. Ideally, a bench-
mark would reflect the actual cost of capital to a bank in
today's market. This becomes increasingly important as banks'
obtain more of their capital at current market rates. On
average, at all banks the percentage of these market rate
deposits to assets has increased from 36 percent in 1978 to 48
percent in 1980. At banks with assets less than $100 million
the percentage of those deposits to assets has increased from 13
to 36 percent during the same period. These smaller banks are
SBA's primary lenders. Selecting a benchmark that closely
reflects the cost of funds to banks would provide a rational
basis from which to establish a margin.

We used the above three criteria to evaluate SBA's current
regulatory policy and assess alternative regulatory benchmarks.
In doing so we found that the prime rate is not an appropriate
benchmark for fixed rate loans but should be considered as an
alternative benchmark for variable rate lending.

SBA should change the
benchmark for fixed rate loans

SBA's use of the prime rate to requlate interest rates on
long~-term fixed rate loans is inappropriate. This policy has
allowed lenders, under certain market conditions, to price these
loans higher than prevailing long-term market rates. This
occurs because no single benchmark, including the prime rate,
can be effective in pricing both fixed and variable rate loans.

SBA loans are usually long-maturity loans that can be made
at either fixed or variable rates, resulting in different lender
risks. Variable rate loans permit the lender to make quarterly
adjustments to interest rates thereby reducing the interest rate
risk to that of a short-term loan. On the other hand, fixed
rate SBA loans have the usual interest rate risk associated with
long-term lending. The following graph depicts the interest
rate on long-term and short-term securities showing how their
relationship has varied.
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During much of the above period--from December 1978 through
August 198l--short-term interest rates were uncharacteristically
higher than long-term rates as shown by the shaded area in the
graph. 1Interest rates charged by commercial banks also followed
the trend.

The following table, which is based on data collected in
the Federal Reserve's "Survey of Terms of Bank Lending," shows
that short-term interest rates on commercial and industrial
loans were generally higher than long—-term interest rates from
the end of 1978 through most of 1981.

Average interest rate Average interest rates

Dates of survey on short-term loans on long—-term loans
Nov. 1978 11.44 11.38
Feb. 1979 12.27 12.01
May 1979 12.34 12.08
Aug. 1979 12.31 12.25
Nov. 1979 15.81 15.56
Feb. 1980 15.68 15.45
May 1980 17.75 18.37
Aug. 1980 11.56 12.06
Nov. 1980 15.71 15.07
Feb. 1981 19.91 19.26
May 1981 19.99 19.25
Aug. 1981 21.11 20.26
Nov. 1981 17.23 18.94
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SBA's policy of using the short-term prime rate as a bench-
mark for fixed rate loans did not account for the shift in the
relationship between short-term and long-term rates. As a re—
sult interest rates on some fixed rate loans were priced higher
than the market dictated. This is illustrated by high lender
servicing fees during the period.

As discussed on page 50, the service fee is the difference
between the interest rate charged by the lender and the yield
demanded by the investor. While interest rates on SBA loans
rose in response to increases in the short-term prime, inves-
tors' long-term yield demands increased more slowly in response
to conditions in the market. Consequently, some lenders re-
ceived unusually high service fees. For example, according to
the FTA's records, 26 loans were sold during June and July 1980
with an average service fee of 4.67. The table on page 53 shows
that this service fee translates into a yield of about 60
percent.

The above pricing problem was pointed out to SBA by the
Association of Government Guaranteed Lenders in its August 6,
1981, response to SBA's July 1981 proposal to eliminate the mar-
gin over prime. The association stated:

"Prime rate has nothing to do with long term fixed
rate loans. Prime today is 20.5%. Fixed-rate
loans today are approximately 17%."

The above discussion depicted the problems in using the
prime as a benchmark for regulating long-term fixed rate loans
during periods when interest rates were uncharacteristically
high. Another problem, different but equally serious, can occur
when interest rates on long- and short-term loans assume their
traditional relationship. Specifically, lenders could be dis-
couraged from making fixed rate loans if the prime is used as a
benchmark unless an adequate margin above prime is provided.
Discussions with officials in the financial community indicate
that an adequate margin is more critical given market conditions
today than it was several years ago for reasons described
below.

Before 1979 interest rates were in their historical pattern
with long-term rates being higher than short-term rates. At
that time interest rates banks paid for deposits and charged for
loans were held to relatively low levels by legislation and
regulation. Willingness of lenders to make long-term loans at
fixed rates was conditioned by their realization that the cost
of money would not--because of regulatory interest rate ceil-
ings--vary significantly over the period of the loan. Also,
SBA's margin over prime afforded a sufficient yield.
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During 1982 interest rates again assumed their traditional
relationship. While lenders made fixed rate loans, they made
them only because SBA's margin over prime was still adequate for
them to make an acceptable yield. This point was brought out in
a letter to SBA from Merrill Lynch recommending that SBA not
implement its July 1981 proposal to reduce the allowable inter-
est rate to prime. Similar concerns were raised by many lend-
ers. For example, one bank commented that SBA's proposal to
limit the rate to prime would be a disincentive to offer fixed
rate loans, "when yield curves are in their historical pattern."

Progressive decontrol of the banking industry has made
interest rates much more sensitive to short-term economic condi-
tions, a fact that further supports the need to establish a
benchmark reflecting market conditions. Treasury notes and
bonds would be a big improvement over the short-term prime rate
as a benchmark for SBA's fixed rate loans. Treasury notes have
varying maturities up to 10 years and bonds have maturities over
10 years.

Interest rates paid on Treasury notes and bonds are widely
available through financial publications and readily recog-
nizable to the general public from a source other than the lend-
er. However, the public's ease of access to all the rates on a
daily basis is limited since the Treasury does not issue most
notes and bonds at predetermined intervals. At time of issu-
ance, however, rates paid on those obligations are published in
financial newspapers including the "Wall Street Journal."

While ease of access is a problem, using Treasury note and bond
interest rates would provide much better assurance of consis-
tency with the market. This advantage, in our judgment, far
overshadows the one disadvantage.

Pros and cons of alternative
benchmarks for variable rate loans

The prime rate and the rates paid on short-term instru-
ments, such as Certificates of Deposit and Treasury bills, have
maturities comparable to interest rate quarterly adjustment
periods on SBA variable rate loans. They are issued with
maturities of 3 months. Therefore, each reflects the interest
rate risk on those loans.

All are widely available and readily recognizable to the
general public from some source other than the bank and are
available on a daily basis. The following is an excerpt from
the "Wall Street Journal's" January 24, 1983, edition.
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MONEY RATES
Friday, January 21, 1983

"The key U.S. and foreign annual interest rates
below are a guide to general levels but don't
always represent actual transactions.

"PRIME RATE: 1ll%. The base rate on corporate
loans of large U.S. money center commercial
banks.

"CERTIFICATES OF DEPOSIT: 8.05% one month; 8.10%
two months; 8.15% three months; 8.40% six months;
8.62% one year. Typical rates paid by major banks
on new issues of negotiable C.D.s, usually on
amounts of $1 million and more. The minimum unit
is $100,000.

"TREASURY BILLS: Results of the Monday, January
17, 1983 auction of short-term U.S. government
bills, sold at a discount from face value in units
of $10,000 to $1 million: 7.62% 13 weeks; 7.73% 26
weeks."

All alternatives are generally indicative of changes in
banks' cost of capital. Certificates of deposit are an impor-
tant source of banks' borrowed funds. For example, large nego-
tiable certificates of deposit represented about 14 percent of
all banks' total assets in 1981.

The interest rate paid on Treasury bills is also indicative
of changes in banks' cost of capital and is recognized by the
financial community as a leading indicator of the general level
of interest rates in the economy. Because banks compete with
the Government for funds in the economy, changes in interest
rates on Treasury bills presage changes in banks' cost of
funds.

Finally, while the prime rate is generally indicative of
banks' cost of funds, it tends to lag behind decreases in
short~term market rates. Although the causes for this lag are
not definitely known, it does result in slightly higher costs
than if certificates of deposit or Treasury bills were used as
the benchmark.
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The following graph shows the rates on the alternatives for
the period January 1979 to July 1982.
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Money market certificates are a primary source of small
banks' deposits, accounting for about one-third of their
interest-bearing liabilities. However, we did not consider them
a sound alternative because the actual rates paid, as reported

by individual banks, are not published routinely on a national

basis and the other alternatives are equally satisfactory in
reflecting short-term market rates.

All short-term alternatives discussed appear to satisfy our
criteria to varying degrees.

SBA should select one alternative
as a benchmark to facilitate administration of the regulation.

Treasury bills and Certificates of Deposits most closely
meet our criteria and would be acceptable benchmarks for
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variable rate loans. The prime rate falls somewhat short of

mnnf1nn our criteria because it is somewhat less reflective of

changes in banks' cost of capltal however, it is the most
widely used pricing mechanism in the banking industry., Because
SBA relles on banks to participate in the program, SBA in
deciding whether to change the benchmark should consult with the
banking industry to determine (1) how an alternative benchmark
would :F-anf- thoir lTandinag nracmtbinae and (2) what ochanaea wannlA
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be required in the level of the margin over the benchmark.
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margin over the benchmark. In accordance with the Small
Business Act of 1953, as amended, in setting a margin SBA should
strive to establish a reasonable maximum allowable rate. 1In
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rate on the level of 1oan act1v1ty. Factors to be considered in
setting the margin include variances in banks' costs of capital,

operating costs, and borrower risk.

According to an SBA official, the current margin was
designed to encourage lenders to par»1c1paue while yLOVlu;ug
reasonable rate of interest to small business. Efforts to fi
tune the margin to accomp;lsn these Uojectlves are hampered
variances among lenders' capital and operating costs and

borrower risk.
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Money center banks and large banks located in other large
urban areas generally have higher costs than their smaller
counterparts. The following graph shows variances that exist
among banks of different sizes in their cost of capital.

Non-Money Center
$1 Bill-on or More

Below
$ 100 Million

N~
$ 100 Million to $ 1 Billion
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SBA can accommodate these variances and obtain widespread
participation by establishing the margin at a sufficiently high
level to account for the differences in lender costs and
borrower risk. Hypothetically, a rate that is the highest any
lender would require would encourage maximum bank partici-
pation. On the other hand, progressively lower rates would
limit lender participation.

According to the banks participating in the guaranteed loan
program, SBA cannot significantly lower interest rates through
regulation without causing a corresponding decrease in program
participation. For example, SBA announced in July 1981 that it
planned to eliminate the margin over prime. Most lenders re-
sponded by stating that such a reduction would reduce the prof-
itability of SBA loans and would lead to a significant decrease
in their lending through the program. For instance, Bank of
America stated:

"The difference between banks' short term cost of
funds and the "prime" rate usually has not been
sufficient to permit banks to earn a profit on SBA
guaranteed loans after considering servicing
expenses and loan losses. Therefore, in our
judgment, the proposed elimination of a spread
over "prime" would make SBA guaranteed loans unat-
tractive to lenders.”

Echoing the industry's position, the SBA Administrator in
an interview published by "Venture Magazine" in October 1982
pointed out that SBA's ability to do anything about high inter-
est is limited. He said that:

"4 * * there is a whole chain of costs in a loan
that is granted to a small business. A series of
things happen which add to the costs for the bor-
rower. We think that by reducing those adminis-
trative costs, we can possibly reduce interest
rates by up to one percent. 1It's possible that
one area we'll work in is to eliminate the ceiling
of 2-3/4% above prime which lenders can charge on
SBA guaranteed loans."

SBA should consult with banking industry officials to
determine the probable effects of different margins on loan
activity and achieve a balance between the interest rate level
and bank participation. We view this as a trial-and-error proc-
ess. Also, because SBA guarantees up to 90 percent of loans in
setting the margin, the Administrator must protect the Govern-
ment against unreasonable risk. Although banks may be willing
to lend and individuals may be willing to borrow, the risk
factor to the Government should be considered in establishing
the margin.
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In any case, it should be understood that a margin is not a
recommended interest rate, but is set to encourage banks with
higher operating and capital costs to lend to SBA borrowers
while making an acceptable profit. Conversely, banks with rela-
tively lower costs would not be expected to charge the maximum
rate. This general philosophy is expressed in SBA's standard
operating procedures.

ELIMINATION OF NATIONAL INTEREST
RATE CEILING~~EFFECTS UNKNOWN

Opinion varies on whether SBA should e
]

interest rate ceiling. Since SBA has had
1962, data is not available to assess the impag
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in response to the recommenaacion, bbA S AQ iﬁlstfaEOL
established the Small Business Committee on Capital Access com-
posed of 15 members including representatives from commercial
banks, investment banking firms, and investors in SBA~-guaranteed
loans. 1In its October 1982 report, the committee recommended
that SBA eliminate the interest rate ceiling. The report
stated:

“The committee believes that the imposition of a
maximum rate has been counterproductive because
lenders have frequently treated it as a recom-
mended rate, rather than a ceiling. Therefore,
the committee suggests that no maximum rate be
imposed. 1It is our belief that competition among
lenders will insure that interest rates remain at
reasonable levels.,"

The SBA Administrator is currently considering the committee's
recommendation.

An argument against eliminating the national ceiling is
that it could result in increased rates as profit-motivated
lenders seek to obtain the maximum rates possible from the
borrower . For example, one SBA district director we contacted
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was concerned that some banks could send loans with unreasonable
rates to SRA for approval Anothey district office official was
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concerned that in certain geographical areas the number of

lenders is not adeguate to assure competitive rateg of inter-—
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est. Conversely, other district officials agreed with the
secommendation of the Small Business Committee on Capital



Access. These officials believed that competition would be
adequate to assure market rates of interest.

If the Administrator decides to eliminate the national
ceiling, SBA would still have to ensure the reasonableness of
interest rates. SBA's current operating procedures require loan
officers to consider prevailing local interest rates as a basis
to ensure reasonableness. Should SBA eliminate the national
ceiling, procedures should be established to guide loan officers
as to what action to take when proposed interest rates on loan
applications exceed prevailing local rates. SBA could require
that these loan applications be reviewed and approved by the
district director. 1In addition, under this option SBA should
monitor interest rates as a basis to establish comparative data
on rates.

CONCLUSIONS

Available data does not provide a basis to determine
whether SBA should continue to use a national interest rate
ceiling or rely on loan officers to determine the reasonableness
of interest rates. If SBA chooses to continue regulating inter-
est rates through a national ceiling, changes are needed in the
way it computes the maximum allowable rate.

By continuing to use a national ceiling, SBA can auto-
matically preclude rates that it considers excessive; however,
the principal drawback is that small business interest rates
could be increased to the extent that lenders view the ceiling
as the recommended rate. By eliminating the ceiling, SBA would
rely on competitive market forces to determine interest rates.
The principal drawback of eliminating the national ceiling is
that SBA has less central control over determining the
reasonableness of interest rates.

If the Administrator decides that regulation using a
national interest rate ceiling is more desirable, SBA should
amend its current policy to recognize differences in interest
rate risks associated with fixed and variable rate loans.

To ensure that its fixed rate loans are priced consistently
with other long—term debt, SBA should discontinue using the
prime rate as a benchmark for these loans. Treasury notes and
bonds of comparable maturity are suitable benchmarks for fixed
rate loans.

Variable rate loans, regardless of their stated maturities,
have an interest rate risk similar to short-term loans because
interest rates are adjusted on a quarterly basis. We found
large Certificates of Deposit and Treasury bills to be suitable
benchmarks for variable rate locans. Other alternatives did not
meet our criteria as well. For example, the prime is less
reflective of changes in banks' short-term borrowing costs.
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However, the prime rate is also the most widely used pricing
mechanism in the banking industry. Because SBA relies on the
banking industry to deliver guaranteed loans, it should consult
the industry before deciding whether to use an alternative to
prime as a benchmark for variable rate loans.

Aside from needing two distinct benchmarks for fixed and
variable rate loans, further analysis is needed to determine
what margins or spreads from these benchmarks are appropriate to
compensate lenders for the risks and costs associated with
lending. A logical approach to establishing a meaningful margin
is for the SBA Administrator to periodically consult with
representatives of the banking industry. This process should
provide a forum to consider the effects on loan activity of
various margin levels.

Eliminating the national ceiling is also a viable alter-
native. However, under this option SBA should emphasize
adherence to current operating procedures requiring loan
officers to consider prevailing local rates as a basis to ensure
reasonableness. Also, guidance should be provided about what to
do when proposed rates on loan applications exceed local
prevailing rates. Lastly, SBA should ensure that appropriate
administrative controls are in place to monitor the reasonable-
ness of interest rates.

RECOMMENDATIONS

We recommend that the Administrator, SBA, change the
current regulatory policy by either

~-continuing to regulate interest rates through a
national ceiling but with different benchmarks
for fixed and variable rate loans or

~~-eliminating the national maximum allowable
interest rate and relying on procedures and
guidance to field offices for determining the
reasonableness of interest rates in their 1local
areas.

If SBA continues to use a maximum allowable rate, we recom-
mend the use of a long-term instrument, such as Treasury notes
and bonds, of comparable maturity for fixed rate loans. We also
recommend that Treasury bills or Certificates of Deposit be
considered as alternatives to the prime as a benchmark for vari-
able rate loans. We further recommend that the Administrator
consult with representatives from the banking industry to deter-
mine how a change in the benchmark would affect their lending
practices and their required margin. The Administrator should
periodically consult with the banking industry to consider the
effects of the margin on small business borrowing costs and
lending activity as market rates fluctuate.
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If the national interest rate ceiling is eliminated, we
recommend that the Administrator emphasize to field offices the
importance of adhering to existing standard operating proce-
dures. These procedures require loan officers to consider pre-
vailing interest rates in their geographic area in assessing
reasonableness of proposed rates on loan applications. We also
recommend that additional guidance be provided detailing what
should be done when proposed rates on loan applications exceed
local prevailing rates. We further recommend that the Adminis-
trator monitor interest rate trends on approved and declined
loans to determine how the elimination of a national ceiling
affects interest rates charged on SBA loans.

AGENCY COMMENTS

SBA agreed with our recommendations and said that it
thought they would prove very helpful in its consideration of
policy alternatives.
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July 28, 1982

Honorable Charles A. Bowsher
Comptroller General

U.S. General Accounting Office
441 G Street, N.W.

Washington, D.C. 20548

Dear Mr. Bowsher:

Recently, Committee staff met with representatives of your
office to discuss an ongoing GAO study of the use of the
secondary market for the Small Business Administration's
(SBA) guaranteed loans. As a result of this meeting, the
Committee staff expressed an interest in having this study
expanded to include an assessment of some essential policy
issues affecting the loan guarantee programs which are nec-
essarily interrelated to the secondary market study.

These policy issues, relating to recent reductions in loan

guarantee authority and proposed revisions to interest rate
regulations, have long been of interest and concern to this
Committee. Accordingly, I am requesting that your office's
ongoing study be expanded to specifically address the fol-

lowing issues:

e Generally, why do banks use the SBA loan guarantee
to finance small businesses?

e Would banks that provide financing to small busi-
nesses with an SBA loan guarantee provide these
same loans at a reduced percentage rate, or at all,
without an SBA guarantee.

e What are the advantages, and are there any dis-
advantages, to the use by banks of the SBA loan

guarantee?
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Honorable Charles A. Bowsher
July 28, 1982
Page Two

To what extent, if any, do the SBA loan guarantee
programs impact on the 'credit market" or on the

ability of small businesses not using these pro-

grams to obtain credit?

e How does the secondary market for selling SBA loans
operate and what effect does thé secondary market
have generally on the activities of banks, small
businesses and the SBA loan guarantee programs in
terms of making additional financial assistance
available to small businesses?

e What options are available for regulating interest
rates on SBA guaranteed loan§ and what effect would
each option, if implemented, have on the future of
the SBA loan guarantee programs?

Your timely study and the answers to these questions at the
earliest possible time, but certainly in time for our Com-
mittee's budget review process in early 1983, would be extreme-
ly helpful to the Committee in our ongoing review of the SBA
budget, policies and management. This information would also
help the Committee assess how these policy issues affect the
decisions made by the banking and small business communities
which place such great importance on the SBA loan guarantee

programs.

If you have any questions regarding this request, please do
not hesitate to have your staff contact the Committee's Chief

Counsel, Mike Haynes, at 224-8487.

With every good wish, I am

Siycerely,

LOWELL WEICKER,
Chairman
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QUESTIONNAIRE METHODOLOGY

Our questionnaire surveying bank participation in the SBA-
guaranteed loan program and the secondary market was sent to a
nationwide sample of 951 commercial banks that made at least one
SBA guaranteed loan in fiscal years 1979, 1980, and 1981. To
select a sample of banks that made loans within that time frame,
we copied SBA's computer-maintained master loan records of all
guaranteed 7(a) loans disbursed in fiscal years 1979-81. This
gave us a universe of 8,907 banks, which had made approximately
71,000 loans during that time period.

We divided the universe of banks into three strata or
groups-~those with total assets under $100 million, those with
assets between $100 million and $1 billion, and those over $1
billion. The reason for stratifying the banks was to minimize
the sampling errors of the estimates. Questionnaires were sent
to all banks whose total assets were over $1 billion and to
independently selected random samples of banks in the other
strata. Of the 951 questionnaires mailed, 739 usable responses
(78 percent) were received. Another 35 responses to our ques-—
tionnaire were received but were not in a usable form.

The universe and sample sizes for the three strata are
shown below.

Stratum Universe Sample
Under $100 million 7413 337
$100 million to $1 billion 1320 440
Over $1 billion 174 174

8907 951

|

——m——
p e

The 951 guestionnaires were mailed in June 1982 and a followup
letter was sent in July 1982. We also sent a followup mailgram
in August 1982.

Our evaluators, psychologists, and statisticians designed
the questionnaire specifically for this review. Officials with-
in SBA, the Office of Comptroller of the Currency, the Office of
Management and Budget, the Independent Bankers Association, the
American Bankers Association, and SBA's fiscal transfer agent,
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the Bradford Trust Company, also reviewed and provided comments
on the guestionnaire. The questionnaire was pretested with
bankers in several locations to aid understanding and minimize
response time.

Since the estimates contained in this report were developed
from a scientific (statistical) sample, each estimate has a
measurable precision, or sampling error. For estimates near 50
percent, the sampling error is approximately 5.3 percentage
points at the 95-percent confidence level.l Estimates greater
than, or less than, 50 percent will have smaller sampling
errors.

IThis means the chances are 19 out of 20 that if all banks were
sent questionnaires, the results would differ by less than the
sampling errors from the sample estimates.
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U.S. GENERAL ACCOUNTING OFFICE
SURVEY OF BANK PARTICIPATION

IN THE SBA GUARANTEED LOAN PROGRAM
AND THE SECONDARY MARKET

INTRODUCTION

The U.S. General Accounting Office, an agency of the
Congress, is studying the process whereby lending institutions sell
Federally guaranteed loans in the secondary market. As part of
this effort, we are surveying a sample of lenders to obtain infor-
mation regarding their participation in the SBA loan guarantee
program and related secondary market activity.

Your answers will be treated confidentially. Neither your
name nor the name of your organization will be disclosed in our
report or outside of the GAQ. Generally the information you pro-
vide will be reported in aggregate form. Although some individual
responses may be disclosed in our report, such responses will not
include any information which could be used to identify the
respondent. The information provided on this questionnaire is
exempt from public disclosure (GAO regulations 4 C.F.R. 81.5(a)
(8)). This questionnaire is numbered only to enable GAO to
follow-up with banks who do not respond to the questionnaire.

Please return the completed questionnaire within § days, if
possible, to:

Mr, Frank J. Philippi

U.S. General Accounting Office
434 Walnut St. — 11th Floor
Philadelphia, PA 19106

We have provided a return envelope for your use.

If you have any questions, please call Ed Rotz or Frank
Philippi at (215) 597-5050 or 597-4330.
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BANK'S LENDING CHARACTERISTICS

{. Approximately what percentage of the total dotlar amount
(guaranteed and non-guaranteed) in your loan portfolio as of
March 31, 1982 was in each of the following categories? (Enter
percentage for each; if none, enter 0.)

NOTE: For the purpose of this questionnaire please consider
Small Businesses to be non-farm, independently owned
businesses with annual sales of under $5 million or less than
$2.5 million in assets, and less than $1 million in loans at your

bank.
15

Category Percent

1. Small Business

(non-farm) Loans 27 % (58
2. Other Business

(non-farm) Loans 9. % @b
3. Farm Loans 15 n (214
4. Personal Loans 22 % 1817
5. Home Mortgage Loans 22 % a8
6. Other(s) ____E_’__ Yo @13

TOTAL 100%

. What was the approximate dollar amount of loans your bank
had outstanding to non-farm small businesses as of March 31,
19827 (Enter amount.)

Small Business Loans

as of March 31, 1982 @3

$.14,116,000
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3. Approximately what percentage of your small business (non- 7. Compared to 3 years ago, have the number of applications for

farm) loan amount outstanding as of March 31, 1982 (reported
in question 2) carried an SBA guarantee? (Consider the entire
amount of the loan including the unguaranteed portion in
arriving at this percentage.)

Percentage of Bank’s
Small Business Loan
Amt. Carrying SBA

Guarantee %

13 3335
. Please enter below the average original loan amount for SBA
guaranteed loans and other non-SBA small business loans in

your bank’s portfolio, (Your best estimate will be sufficient. )

Average Loan

loans by small businesses at your bank increased, decreased, or
remained about the same? (Check one. ) "y

1. Ea Increased greatly

2. Increased somewhat
3. @ Remained about same } Skip to Question 10.
4. EE Decreased somewhat

Skip to Question 9.
s. Decreased greatly

. To what extent, if at all, has each of the following factors

contributed to this increase in loan applications at your bank?

Amount-SBA $ 118,000 o (Check one for each.)
Average Loan
Amount
Other-non SBA $ 58,000 248 . o H
. For each loan maturity period listed below, please enter the 2E85/55/FF/S¢
approximate percentage of the SBA and non SBA Small FelstFra ~
Business loans in your portfolio that originally carried the
specified maturity period. (Enter percent for each. If none, Pz 34 s
enter 0.)
1. Bank located in high 08
non-SBA growth area 9 241 18|15 34
Matarity SBA Small
Period Loans Business 2. Increased working a6
Loans capital borrowing by
small business 5 (33| 3621
1. Under | year 2 o, 51 52 o (52:54) 3
3. More new business an
2. 1-5 years 24 T (8557 33 % (5840) starts 2 (17131438 | 12
3. 6-10 years 59 o 6163 1le, (8468) 4, Greater marketing )
4 emphasis on small
4. Qver 10 years 15 o 749 % 072 business by our bank 11 |26 | 21117 25
Total - All Loans 100% 100% 5. Decreased competition it
Dup 21(45; from other lenders - 6 7113 74
. Othi ify. 2
. At present, what are the interest rates your bank charges for a 6. Other(s} (Specify.) @
typical SBA and typical non-SBA small business loan? (Enter 49 129 4117 1
percentage points above or below prime (P) for each. )
Skip to Question 10 after answering Question 8.
1. SBA Loans P+_1.48% orP — %N w9 P to Qu 8 Q
2. NonSBA Loans P + 1.4300rp — % e
— —
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9. To what extent, if at all, has each of the following factors SBA LOAN GUARANTEE PROGRAM
contributed to this decrease in loan applications at your bank?
(Check ane for each.) 10. To what extent, if at all, has each of the following factors

contributed to your bank’s decision to offer SBA guaranteed
loans during the past three years? (Check one for each.)

o xten,

Very

exy,

Greg,
SXtepy

Moder%
Cxtem

Some
Exten 1
Litgje or

1. High interest o
rates 501 45 3 1 1

2. ressed local o .
;c.eo‘:mmy 231377120 14 6 1. Able 10 offer longer ™Y

maturity loans 161251 241 141 21

Able to offer more @n
favorable interest

4. Increased v rates 2] 61111 13| 8
competition
from other
lenders 1

3. Fewer new @

business starts 17 [38 |24 | 17| 4 2

.

3. Able to offer loans o
14 | 22 | 61 to owners who have
less equity in
business than would
> O(S:::(}?) i be required for non

9 |17 - 111 |63 4. Able to offer loan [}
to new business

(without established
record) 17138 19] 13| 13

Able to make larger o
loan than bank’s

policy permits 13] 18] 12] 12| 45

Able to make larger an
loan than regulated ]
lending limit permits 13} 14] 8} 8 57

2]

5

6

.

7. Able to hold SBA @2
guaranteed paper as
security for public
funds or as collateral
for Treasury and
Loan Accounts 1 51 111 14| 69

8. Able to make loan an
to line of business
not generally served
by our bank 3l el 12l 17| A2

9. Able to use SBA o
Loan (with the
secondary market
sale option) as
hedge against future
bank liquidity
problem 9| 10| 13} 14| 54

10. Other(s) (Specify.) an

14 20 24 a2

yl
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11. If SBA's currently allowable interest rates on its guaranteed 12. Considering the credit needs of the small businesses in your
loans of 2 1/4to 2 3/4 above prime were changed to the levels area, do you feel the SBA guarantee limit of $500,000 should
specified below, would your bank’s participation in the SBA be increased? (Check one.)
program increase, decrease, or remain about the same?

(Check one for each.) 1.

2.

aiff / /A

1 k] 4

Definitely not 39

Probably not

Uncertain

limit you believe
should exist —

[V
he

BB L E &

Probably yes Please specify the
Definitely yes

i. Remove interest rate ) $901.000
(4048

restrictions entirely 4114 79

8]
=

2. Reduce maximum to an
some level between
prime and current

level 1 3le2l23lig

3. Allow interest rate to )
increase in incre-
ments of 1/2 of 1%
for each 10% re-
duction in SBA’s
loan guarantee
fassuming current
interest rate ceiling 1| s
is lifted)

13. If the SBA guarantee rates were changed to the levels listed below, would the number of SBA loans made, SBA loan maturity periods,
and SBA loan size increase, decrease or remain unchanged at your bank? (Check three boxes for each.)}

7311318

0% Cuarantee 70% Guarantee 60% Guarantee

1 2 3 4 s 1 2 k] 4 1 2 3 4 5
1. Number SBA loans approved 214 58 | 29 7 _ 1 23| 48 - - 18| 18| 64 |wun
2. Maturity period of SBAloans| 1 |7 |66 18] 8 - 21 391 35 1|11 31] 19| 48 s
3. SBA loan size 116 |65120] 8 = 2 | 35] 39| 24 - 21271171 54 |
—d4—
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14.

15.

If the SBA loan guarantee program did not exist, about what
percentage of your customers that currently have SBA loans
would fall into each of the following categories? (Enter
percent for each. If none, enter 0.)

1. Would not qualify

for a loan 16 % (56:58)
2. Would qualify but

under different

terms such as

shorter maturity,

higher interest etc. 36 n (5961)
3. Would qualify for

loan with basically

same terms 18 % 6264)

All SBA Customers 100%

Dup (14)

39

Please enter below the approximate number of SBA
guaranteed loans and the approximate total dollar amount
of SBA loans your bank made with fixed and variable rates
during your last 3 fiscal years.

1. Number SBA
Guaranteed Loans -
Fixed rate

2. Total amount SBA
Guaranteed Loans -
Fixed rate

3. Number SBA

Guaranteed Loans -

Variable rate 4 sz
4. Total amount SBA

Guaranteed Loans -

Variable rate $_1,049,000 @2
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USE OF SECONDARY MARKET

16.

Neote: In the mid-1970’s a secondary market was created for
SBA guaranteed loans, permitting banks to sell the
guaranteed part of the loan to an investor. These sales may or
may not be handled through a broker. The sale of the loan is
consummated in a three-party agreement which is executed by
the bank, SBA, and the purchaser. The agreement extends
SBA’s guarantee of the borrower’s obligation from the bank
to the purchaser. Sales can be made any time after the loan is
properly closed and fully disbursed.

Approximately what percentage, if any, of the fixed and
variable rate SBA guaranteed loans made by your bank dur-
ing the past 3 fiscal years (reported in question 15 above) has
your bank sold in the secondary market? (Enter percentage
for number of loans as well as total loan amount for fixed and
variable rate loans.)

1. Percent of Fixed
Rate SBA Loans
Sold 3032

2. Percent of total
doilar amount of
Fixed Rate SBA
Loans Sold 9 o @339

3. Percent of Variable
Rate SBA Loans
Sold 9 % (36-38)

4. Percent of total
dollar amount of
Variable Rate SBA

Loans Sold 10 o

(3941

If you answered 0% for all categories in Question 16, pl

skip to Question 24,
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17.

18.

To what extent, if at all, has each of the following factors
contributed to your bank’s decision to sefl SBA loans in the
secondary market during the last three years? (Check one for
each,;

= . H
sefdefgelfe]se
1 2 3 4 s
1. Needed liquidity 24|25 16} 19| 16| w
2. Profit 22137038 11} 12/ ®
3. Loan of lengthy 0
maturity 12| 32| 13| 21} 22
4. Loan too large s
to retain 8 9] 14| 19{ 30
5. Other (Specify.) 6
19119 2] - 60

For about what percentage of the SBA loans you sold during
the past three years was your decision to sell the loan made
prior to loan approval? (Enter percent. If none, enter 0.}

Percent loans sold
where decision to sell
made prior to loan

approval 64 % w49
1If you answered 0% or 100% to Question 18, please skip to

Question 20,

APPENDIX IIEF

19. In those cases where you decide to sell an SBA guaranteed

20,

94

21.

loan prior to loan approval, what effect, if any, does this
typically have on the interest rate charged the borrower
compared to those loans you don’t sell at all or decide to sell
after approval? (Check one. } 50

1. l'_—_ﬂ Would increase interest rate 1% or more
2. @ Would increase interest rate less than 1%
3. @ Would have no effect on interest rate

4. Eﬂ Would lower interest rate less than 1%
5. Would lower interest rate 1% or more

Approximately what percentage of your secondary market
sales transactions during the past three years were handled by
a broker? (Check one.) D

1. None
2. 9 1—25m

3. [ 26—s0m

4. [ s1—75%

s. [ 76—99%

€9 100%

Approximately what percentage of the SBA guaranteed loans
your bank sold in the secondary market during the past three
years were sold at a premium above the face value of the loan,
at face value (par), or at a discount from face value? (Please
consider only the face value of the loan, and not the
percentage, if any, you receive as an ongoing servicing fee on
the loan.) (Enter percentage for each. If none, enter 0.)

6.

1. Sold by bank at
premium above face

value of loan 25 % (5254)
2. Sold by bank at par 64 o, (5850
3. Sold by bank at

discount 11 o (560)

Total sold 100%
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22.

23.

For approximately what percentage of the SBA loans your
bank sold during the past two years did you use FORM 1086
which requires the services of Bradford Trust Company as the
Fiscal Transfer Agent (FTA)? (Enter percentage; if none,
enter 0.)

Percentage sold

using FORM 1086 31 o 6163

How much of an incentive or disincentive is each of the
following factors in deciding whether or not to use Bradford
as the FTA? (Check ane for each.)

e

F
EEf w
sf(F§[52) £
sls5/85155) &
55 §_§ ﬁfg 55 5 £
5E[55/58/58/5¢8
=825 ]87 =
1 2 3 4 s
1. Method of payment 0
(one payment to
multiple investors) 13 (26| 49 3 9
2. Investor preference 5
fqr certificated loans 14 |14 | €0 2 9
3. Level of protection )
offered our bank by
1086 settlement
procedures g {27155 - 9
4, 1/8 of 1% fee for N
1086 process 3 (11 ]56] 15| 15
5. Amount of process- (]
ing involved in 1086
procedure 3113159 33] 12
6. 1086 process [G)]
requires bank to pay
late payment
penalty - 13 58| 18] 21
7. Other(s) (Specify.} [}
Dup (14}

LX)

APPENDIX III

24, How much of a reason, if at all, is each of the following in

your decision not to sell SBA loans in the secondary market
during the past 3 vears? (Check one for each.)

a
)
o
3 .g g 3 gﬂ
s§128/.5/583
g?é‘ § “[3els 3
1 2 3 4
1. Not that familiar with ®
secondary market sale
provisions 1120 | 62| 7
2. SBA loans represent "
small portion of our
portfolio 46(25 [ 23 6
3. Did not need liquidity 40l21 i 24 & 1)
4. Insufficient yield or ®
profit 13017 |62 8
5. Would lose deferment an
flexibility with the
borrower because of
third party interest 6|18 | 68 8
6. Loan guarantees are an
retained as
“Collateral”’ 6117 | 69 8
7. Other (Specify.) 12
54| 2 {30] 14

OTHER ISSUES/COMMENTS

25. During the past 3 years, have there been any instances

where use of the SBA guarantee enabled your bank to extend
credit which you would have been unable to extend because
your regulated lending capacity would have been exceeded?
(Check one.) 13

1. Yes
2. [6d No

3. [] Uncertain

Column 4 was factored out to arrive at the percentages cited

on p. 47.
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26. It has been suggested that the SBA 7(a) program contributes 27. If you have any additional comments regarding the SBA
to a distortion of private capital markets by causing increased loan guarantee program, the secondary market, or related
interest rates and crowding out of other borrowers. To what issues please enter them below. i)
extent, if at all, has the SBA 7(a) program affected your
credit extension to other small business borrowers in your
area in terms of the two factors listed below? (Check one for

each.)

¥ @ i
/. 5/85). 5/5F§
NI HITHIEE
Felst FY ST F
1 2 3 4 5
1. Increases interest 4
rates for other
small business
borrowers - |- 41 2 94
2. Crowds out other (19
small business
borrowers 1|~ 2| 2 95

96
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U.S. SMALL BUSINESS ADMINISTRATION
WasHINGTON, D.C. 20416

OFFICE OF THE ADMINISTRATOR

FEB ¢ 1983

J. Dexter Peach, Director

Resources Community and Economic
Development Division

U. S. General Accounting Office

441 G Street, N. W.

Washington, D. C. 2053468

Dear Mr. Peach:

We have reviewed your draft report entitled, "SBA's 7(a) Loan
Guarantee Program: An Assessment of Its Role in the Financial
Market."

We are pleased to inform you that we are basically in agreement
with the report with the following exception:

The second recommendation on page 57 states:

"-- Establish controls on the amount of lender service
fees. 1In deciding what these limits should be, the
Administrator should consider the size of the loan,
the vields lenders receive at various interest rate
levels, and the amount of servicing actually per-
formed by the lender."

We agree with the intent of the recommendation, but do not see
at this time a practical means for implementation. It is possi-
ble that, after a period of testing, a means for employing these
factors may be identified.

Aside from this recommendation, we have found the material pre-
sented in the report to be very informative and we believe it
will prove to be very helpful in our consideration of policy
alternatives and in addressing some operating problems in the
loan program.

We appreciated the opportunity to comment on the report and if
you need further information, please advise.

Sincerely,

APy

Jaﬁe . Sanders
Admi) lstrator
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(e e R 2R 2SR R 2223 R 20222 2222222222 a2 2ac st iiglatldd]

SECONDARY MARKET TRANSACTION REPORT
RERAERRRRERRRNE AN RR R NS EAN RN RN R AR E RN RN R E N RN RRNN RN NN AR R RAHARRESARNE R RN

(1) SERVICING OFF. NO.: (2)LOAN NO.: (3)TRANS.TYPE: 1133‘;

1086

(4) DATE OF NOTE : / / (5) ORIG.PRINC. AMT, H ]
(Mo.) (Day) (Tr.)

(6) MATURITY DATE: / / (7) ORIG.SBA GUAR.AMT. :$
(Mo.) (Day¥ (1)

(8) PMIS.PER YR, : (9) OUTS.PRINC. AMOUNT :$

(10)PMT. AMT. (11)0UTS. PRINC. AMOUNT
PER PERIOD :$ GUARANTEED INTEREST:$

(12)VARIABLE RATE:(Describe Base)
(13 DIFFERENTIAL (Spread from Base): 3

(14) ORIGINAL NOTE VAR. INT.RATE : %
(15)FIXED RATE:ORIGINAL NOTE INTEREST RATE : 4
(16)LENDER SERVICING FEE:(17)INITIAL PERIOD %(18) DURATION
(19)SUBSEQUENT PERIOD: % (20)DURATION
(21)DOLLAR PRICE PAID BY BROKER/DEALER:(22)PRINCIPAL $
{23)ACC'D INT.$

(24)DOLLAR PRICE PAID BY PURCHASER :(25)PRINCIPAL $
(26)ACC'D INT.$

(27)BROKER/DEALER NAME: (28)Z1P

(29)BROKER/DEALER REP.:

(30)PURCHASER NAME

(31)STREET ADDRESS
(32)CITY OR TOWN : (33)STATE (IZIP

(35)COMMENTS/FOOTNOTES:

(Use reverse side of this form tor additional comments 1I necessary)

(CAUTION:Do not approve or sign the 1084,1085,or 1086 until this report form has
been completed pursuant to instructions.)

(35)SBA AGENT

(37)DATE CF TRANSACTION: / /
™) Wayy(Yr.)

(077044)

98 *U,$, GOVERNMENT PRINTING CFFICE : 1983 0-381-843/46
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