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Recently, SBA’s Servicing Centers have noticed an increase in 504 loan servicing requests from Certified Development Companies (CDCs) for subordinations or releases of collateral that SBA has had to decline.  The requests posed too much risk to SBA or were lacking sufficient analysis by the CDC to permit SBA to make an informed decision.  The purpose of this Policy Notice is to reinforce a CDC’s responsibility to evaluate these specific types of 504 loan servicing requests and to determine whether or not to decline the request or recommend SBA approval.  

Background

CDCs occasionally attempt to justify requested servicing actions on 504 loans on the basis that lenders in the 7(a) Guaranty Loan Program are permitted to take comparable actions.  However, the 7(a) and 504 Loan Programs are significantly different in regards to use of proceeds, collateral required, and SBA’s lien position on the collateral.
Because of the economic development emphasis associated with a 504 loan, collateral taken to support the 504 loan is generally limited to the project assets financed and other related fixed assets.  Other assets of the small business, such as receivables or inventory, are typically left unencumbered in order to be available for the on-going needs of the small business, such as the need for a working capital loan.  In contrast, the 7(a) Guaranty Loan Program often finances both the short and long-term needs of small businesses and can finance these needs into one loan.  Collateral on a 7(a) loan is typically the assets being financed as well as the other assets of the small business.  Also a lien on personal assets is more often required under the 7(a) Guaranty Loan Program than under the 504 Loan Program.  [Securing the 504 loan with additional collateral is appropriate under certain circumstances.  (See SOP 50-10, Subpart H, Chapter 14, 2.b. and 5.)]
Given the limited collateral taken to secure a 504 loan and SBA’s subordinate lien position on the collateral compared with the collateral and lien positions as generally taken on a 7(a) loan, SBA faces a higher risk of loss resulting from 504 loan servicing modifications.  An example of a loan servicing modification that would incur a greater risk would be a subordination of SBA’s lien position.  Generally, the larger the senior lien(s), the greater the potential loss to SBA on the project collateral.  By contrast, with a 7(a) loan the lender and SBA share the same lien position in the collateral.  
Lastly, there is an eligibility consideration that must be met.  A CDC that submits a recommendation for approval of a subordination of SBA’s interest to allow the borrower to obtain a new loan or an increase in the senior loan, should consider whether or not the new loan proceeds would be eligible for 504 financing.  If SBA were to subordinate to a new loan or to an increase in a senior loan secured by the project collateral in order to enable the borrower to use the new money for working capital or for personal use, SBA would be permitting an ineligible use of proceeds for the 504 borrower.  A 504 borrower may not use loan proceeds either directly or indirectly for ineligible purposes.  
Despite these concerns, there are reasons for considering subordinations or releases of collateral for 504 borrowers.  Some examples are when a business wishes to expand its facilities, improve the project collateral, or purchase new equipment.  (In such cases, the 504 loan must be “seasoned” as defined in SOP 50 50, Chapter 4, paragraph 10.)  It may be more cost-effective to a strong performing 504 borrower to seek a subordination from SBA to a new loan to pay for the new costs rather than to pay off the balance of the debenture and the prepayment premium.  (A prepayment premium is required during the first 10 years of a 20-year debenture and during the first 5 years of a 10-year debenture.  The amount of the premium declines within each period.)  Also, the 504 borrower may not wish to lose the fixed rate that the debenture provides. 
When a CDC recommends approval of a servicing action to SBA, it is the responsibility of the CDC to demonstrate to SBA that the increased risk to the Agency is minimal because the business is operating in a sound manner; the use of proceeds is eligible for 504 purposes; and the new money will improve the project collateral or be used to purchase other long-term fixed assets, (on which SBA is receiving a lien), to improve business performance.  The following changes to SOP 50 50 are designed to provide guidance to CDCs that receive these types of specific servicing requests from their 504 borrowers.
Changes to SOP 50 50 4
The following paragraphs replace the paragraphs in SOP 50 50 4.

Chapter 6, Paragraph 12.c. (3) is revised to read as follows:
“(3)
The CDC may decline borrower requests for any of the servicing actions described below in Paragraph 12.d, but must not authorize any servicing actions without the prior written consent of SBA.”
Chapter 6, Paragraph 12.d. is renumbered as Paragraph 12.e, and the following new Paragraph 12.d is added:  
“d.  Certified Development Company Loans - Collateral Considerations

With respect to the servicing actions discussed below, the CDC is responsible for reviewing requests from 504 borrowers and either: (1) declining the request because it is ineligible or because it poses too much risk of loss to SBA as guarantor, or (2) recommending approval to SBA.  Only those 504 borrower requests regarding a release, substitution, subordination, assumption, sale of the small business, or release of secondary collateral that fall within the following guidelines should be forwarded to SBA.  Otherwise, the CDC should decline the request.  The only exception to this procedure is when the CDC believes that the request is well-justified due to unusual circumstances such as an accelerated paydown on the first lien loan.  For the exception to be considered by SBA, it must be well documented and supported by the CDC.  
All CDC recommendations for approval must include a thorough analysis.  The analysis must be independent of any analysis by any third party lender that has a senior position in the project collateral to SBA’s lien.  The 504 loan should meet the definition of “seasoned” as defined in Chapter 4, paragraph 10.  (An exception is described below under “Secondary Collateral.”)  The CDC’s analysis and recommendation should include the following:  (1) a description of the reason for the action including the use of proceeds of the new money and how the use is eligible for 504 loan purposes; (2) how the 504 loan meets the definition of “seasoned;” (3) a copy of the CDC’s analysis of the most recent financial statements of the small business; and (4) an analysis of SBA’s collateral position before and after the approval of the recommended action including an estimated value of the collateral in a foreclosure sale (before the subordination and after the subordination).  This allows SBA to better assess its position if the 504 borrower defaults on the loan.  Any approval recommendation by the CDC that is not supported by the CDC’s analysis will not be processed by SBA but instead returned to the CDC for further analysis.
Partial Release of Project Collateral 
Since the 504 debenture cannot be partially prepaid, proceeds from a partial release of project collateral should be applied: (1) to reduce the balance of any third party loan with a senior lien position to the SBA’s position in order to improve the Agency’s collateral position; or (2) to purchase other fixed assets that will be used to support the operating small business concern.  In the case of the purchase of new fixed assets, such as machinery and equipment or real estate, the CDC analysis should include: (1) documentation (such as an appraisal or vendor’s description) as to the value of the acquired assets; (2) SBA’s lien position on the existing collateral; and (3) SBA’s lien position on any additional collateral taken as a result of an acquisition.  
Substitutions 
Substitutions of project collateral must: (1) support the operations of the small business, and (2) improve or retain SBA’s collateral position for the 504 loan.  The amount of any senior liens before and after the substitution must be part of the analysis.
Subordination Requests (General) 
SBA will consider a subordination of its lien position on project collateral to a new loan or an increase in a senior lien only when the proceeds will be: (1) applied to improvements to the project collateral, or (2) used to purchase additional long-term fixed assets necessary for the operation of the small business.  The request may include reimbursement of funds already spent by the small business for documented capital improvements to the project collateral.  If the CDC recommends approval of an increase in the prior lien based upon a new appraisal which indicates that the value of the project is greater than it was at the time the 504 loan was disbursed, the CDC’s analysis should include an analysis of the risk to SBA based upon the value of the collateral in a forced sale rather than using a “market value,” even if the “market value” is supported by a new appraisal.
Requests Involving an Assumption 
SBA will consider a subordination of its lien position on project collateral as part of an assumption of the 504 loan only to the extent that the seller is being compensated for documented expenses incurred in improving the project property.  No consideration will be given to subordinating SBA’s lien position to a loan that provides funds to the assumptor to pay the seller for the business.  SBA will consider releasing the original obligors/guarantors only if the assumptor is either equal to or stronger than the original obligors/guarantors AND all other credit factors are favorable.  If SBA needs the assumptor to demonstrate repayment ability first, SBA will retain the original obligors/guarantors for a period of time.  (Note:  A contract for deed is prohibited.  A contract for deed exists when the seller retains the title to the property until an agreed amount is paid by the buyer.  After the agreed amount is paid, the seller conveys the property to the buyer.)  
Sale of the Small Business Concern
If an Eligible Passive Concern (EPC) is selling the operating small business concern to an unaffiliated third party but retaining ownership of the project collateral, and not prepaying the debenture, the borrower should demonstrate that it is reducing any debt senior to SBA’s lien from the proceeds of the sale of the business.  Since such a sale would result in a loan purpose which, if requested when the 504 loan application was received, would not have been eligible under SBA regulations.  The Agency will approve such requests only when there are compelling reasons.
Secondary Collateral
If the 504 loan was secured by secondary collateral,(non-business assets or assets not related to the project that was financed), SBA may consider a borrower’s request to release liens on secondary collateral for no consideration, if the 504 loan is “seasoned.”  If the loan is not seasoned, the request should include a provision to reduce the senior lienholder’s loan or a substitution of collateral.” 
If you have any questions regarding this Policy Notice, please contact the Little Rock or Fresno Servicing Centers by e-mailing either Martin Orr at martin.orr@sba.gov (Little Rock) or Joel Stiner at joel.stiner@sba.gov (Fresno).
Hector V. Barreto
Administrator
Expires: 4/1/2004
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