SBA 504 LOAN PROGRAM

INTRODUCTION

Businesses often encounter difficulties finding long term, reasonably priced financing for the expansion and renovation of their facility, acquisition real estate and building construction and major equipment purchases. Recognizing this, the Small Business Administration offers the 504 Loan Program as an additional source of financing to the small business owner.  The 504 Loan Program is an economic development tool designed to stimulate the economy within a community and create jobs by promoting the growth and expansion of small businesses. Enterprise Development Corporation, a Certified Development Company (“CDC”), administers the 504 Loan Program in the state of Missouri. 

The SBA 504 Loan Program offers to the small business owner:

· Low Down Payment

· 20 Year Financing of Real Estate

· 10 Year Financing of Equipment

· Fixed Interest Rates at Below Market Rates

QUALIFYING PROJECT COSTS

Qualified project costs generally include expenditures to acquire, construct, convert or expand a facility.  Site improvements such as grading, parking lots, utilities and landscaping qualify.  Professional fees directly attributable to the project such as surveying, engineering, appraisal and architectural may be included.

In addition, a construction contingency fund up to 10%, some machinery and equipment, and interim interest during construction can generally be included.

Investment and residential properties are ineligible.

ELIGIBILITY REQUIREMENTS

Almost any type of business is eligible:  Manufacturer, distributor, retailer, etc.  Start-ups as well as existing businesses are eligible.  Businesses must meet with each of the following requirements to apply for a 504 loan:

1. Business must be for-profit and must average less than $5 million in profits after taxes and have less than $15 million in tangible net worth.

2. Projects must, according to SBA guidelines, promote economic development.  Generally, this entails the following:  Creation of jobs, being located in a distressed area, Rural Development, Expansion of Exports, Minority Business Development, Enhance Economic Competition, or business restructuring due to Federally mandated policies affecting the environment or Federal Budget cutbacks.  To be eligible under job creation/retention (the most common), one full-time equivalent job must be created or retained for every $65,000 that SBA lends.

3. There is no maximum project size under the 504 loan program, since there is no limit on the bank loan.  The maximum 504 loan is $5,000,000 and the minimum 504 loan is $65,000.

4. If purchasing an existing building, the small business must occupy at least 51%.  If constructing a new building, the business must occupy at least 60%, and show with reasonable projections that the business will occupy an additional 20% in two years.  If the owner of the property and owner of the operating entity are different, each 20% or more owner of each entity must guaranty the loan.

HOW THE PROGRAM WORKS

Each Project under the 504 Loan Program will have three sources of financing:

1. The borrower provides a minimum of 10% of the project total.  Oftentimes, the percentage of equity injection will be greater than 10%.  Start-up companies and special use facilities will require 15-20%).

2. SBA lends a maximum of 40% of the Project total, up to $1,500,000.  (In the case of start-ups or special use facilities, 30-35%).

3. The participating lender lends the balance of the project’s total cost (40-50%).

The interest rate on the CDC’s loan is fixed and is generally a little above the rate of the 5 or 10 year Treasury Bonds.  The maturity is 10 or 20 years.  The interest rate on the bank loan is negotiated by the borrower and is typically floating.  

The combination of fixed and floating interest rates provide an effective hedge against rate fluctuation.  If rates increase, the borrower is locked in with the relatively low interest rate on 40% SBA financing.  If rates decrease, the borrower floats downward with the bank’s 50% loan.

The above-described financing structure can be altered in many ways to meet the needs of borrower or lender.  There is no maximum project size under the 504, since a bank could lend, and/or the borrower could inject, in excess of the percentages listed above.  

TIME FRAME

From the time the CDC receives the all of the information from the borrower necessary to complete the application, it takes approximately 4 weeks to receive approval from our local loan committee and approval from SBA.  After the approval from SBA has been received, the participating lender will provide interim financing (this would be equivalent to the bank’s 50% and SBA’s 40%).  Once the project is complete (all of the interim funds have been drawn), the CDC will close the SBA loan with the borrower and SBA will disburse its funds to the bank.  Please NOTE that the interest rate for the SBA loan is set only after the project is complete.

FEES

There are three fees in the 504 program:

1. Processing fees.  The processing fees compensate each service provider in the 504 process, which includes the CDC, SBA, underwriters and fiscal agent.  Processing fees are one-time only fees, and are equal to approximately .849% of the 504 loan.  These fees are financed in the SBA loan amount.  

2. Legal fees.  The legal fees compensate our bond attorney who reviews the closing package and presents the package to SBA’s attorney.  The legal fees for this service are equal to approximately $2500.  These fees are also financed in the SBA loan amount.

3. Guaranty/Servicing fee.  The annual guaranty/servicing fee is approximately .749% of the outstanding balance of the loan.  These fees are included in the interest rate that is quoted to you by the CDC and will be automatically deducted by the Central Servicing Agent with your monthly payment.

ALTER-EGO OWNERSHIP

For tax purposes, it is sometimes desirable to have the business owner(s), a limited liability company, a general partnership, or a limited partnership purchase the assets and lease them to the business.  This is acceptable under the 504 program.

COLLATERAL

Personal guarantees and/or corporate guarantees are required.  Additional collateral outside of the project assets is sometimes requested and may include personally held real estate.

ASSUMPTION

If the 504 assets are sold, or the original borrowing entity is sold or dissolved, the 504 loan can be assumed, if the assuming party meets all credit and eligibility standards of the CDC and SBA.  An assumption fee of 1% of the outstanding balance of the loan is charged to the Assuming Party.  

PREPAYMENT

The first mortgage can generally be prepaid without penalty.  The SBA loan can be prepaid, but must be prepaid in full.  During the first half of the term of the loan there is a prepayment penalty, which begins at one year’s interest and straight-line declines to zero.  There is no prepayment penalty during the second half of the term.  A prepayment schedule will be provided to the borrower after closing.

DISBURSEMENT OF SBA FUNDS

1. Final closing documents for all completed 504 projects nationwide sent to the SBA Central Office in Washington, D.C.

2. Having determined the total loans to be disbursed and having obtained the guaranty of the SBA, the underwriters negotiate the best possible interest rate with potential bond purchasers.

3. The sale of the SBA-guaranteed loans is made, always to large institutional investors at a rate of approximately .5% above the comparable 10 year U.S. Treasury note market rate.

4. The funds are wire transferred to the first mortgage lender to pay down the SBA’s interim portion.  Repayment by the borrower begins the next month.

THE 504 ADVANTAGE

The SBA 504 Loan Program can save you thousands of dollars of interest over the life of your loan when compared to a conventional floating interest rate loan.  Look at the examples of what could happen if interest rates go up in the next twenty years and compare it with a 20 year fixed rate 504 loan.

Example – a conventional floating interest rate is commonly prime plus 1% floating.  The loan fee is usually at least 1%.  If we assume that the prime rate will begin at 5% and increase to 6% after five years and 7% after ten years, the following table shows the interest saved on a $500,000 debenture, financed with a conventional loan and then a SBA loan with a 5.5% fixed interest rate.

Conventional Loan

Prime %

Yr
Points
Interest Rate
Months

Total Pmts
Total Int Paid



2011
1




$5,000

5%

2011-2016
6%

60

$214,929.60
$139,427.30
6%

2016-2021
7%

60

$228,930.60
$133,048.30
7%

2021-2031
8%

120

$478,442.40
$143,152.25








$927,302.60
$415,627.85
SBA Loan

5.5%

2011-2031


240

$825,465.60
$325,464.77








Total Savings
$101,837.00
Investigate the possible savings and benefits of using a 504 loan for your business facility purchase, construction or expansion.  Use the 504 program to grow or expand your business.

