1. BACKGROUND INFORMATION ON THE SBA 504 LOAN PROGRAM

The SBA 504 Loan Program offers subordinated mortgage financing (generally real estate related) to healthy and expanding, eligible small businesses.  Combining the incentives of long-term (10-20 years), low down payments (10-20%), and a competitive interest rate (near long-term U.S. Treasury Bond rates), the 504 loan is one of the most attractive and effective economic development financing tools available today.

Congress created the Section 504 Certified Development Company Loan Program (“Section 504”) in 1986 by amending Title V of the Small Business Investment Act of 1958.  One of the goals of Section 504 is to assist communities to create jobs and increase the tax base at the local level by stimulating small business investment into plants and equipment.  Section 504 financing provides four stimuli for investment:

(Long-term

(Attractive Rate

(Low down payment

(Lower Lender risk

First, Section 504 provides longer term and attractive rate financing which matches the maturity of a loan to the useful life of the assets acquired with the loan.  Debt service is thereby better matched to cash flow generated by the assets.  Second, Section 504 provides lower down payment financing which enables the borrower to commence an expansion project at an earlier point in time.  Finally, Section 504 financing can reduce project risk.  With debt service better matched to cash flow, the credit risk to the lender may be reduced.  Because Section 504 financing may be subordinated to other lenders, collateral risk is also reduced.  With reduced credit and collateral risk, a lender is more likely to participate and the borrower is better able to realize full growth potential.

2. 504 Program Criteria

A. Type of Financing

SBA 504 loans are available for fixed asset purchases only.  No working capital, inventory or debt refinancing is allowed.  The financing legally is passed to the Small Business Concern (SBC) through the “Certified Development Company”.

B. How the Program Works

The SBC will apply for a specific loan from the Certified Development Company (CDC) which borrows an identical sum by selling a debenture through the Development Company Funding Corporation (DCFC) and its selected selling group to a private investor.  The DCFC can secure the sale of the debenture because the SBA provides a 100% guarantee.

C. Job Creation Criteria

A major purpose of 504 is to aid communities in creating jobs and tax base in the community.  The SBA wants its dollars to be effectively and efficiently employed in the job creation process and will review the jobs created in each project to verify that there exists a substantial economic development impact on the community.  Overall, the SBA required the CDC to maintain an average of at least one job per $65,000 of debenture financing.  

Unlike other federal agencies, however, SBA has no rigid thresholds a project must clear before being considered eligible. As a result, projects which have high community impact, but low direct job impact (i.e. renovating the key structure on a commercial strip), can be eligible though the direct job impact is somewhat limited.

D. Size Standards

Under 504 regulations, a business is considered to be a small business if it meets both of the following size tests:

( Net Worth, $15 million

And

( Profits After Tax, $5 million (average of last two years)

Should a company fail to meet both 504  size standards, the company will still be considered a small business if it meets the 7(a) size standard applicable for the company.  In labor surplus areas (designated by the Department of Labor), the applicable size standards under both the 504 and 7(a) may be increased by 25%.

E. Credit Criteria

The SBA 504 Loan Program is a lending program for healthy and expanding small businesses.  The credit criteria requires the SBC to be able to demonstrate adequate cash flow from operations to repay debt, adequate working capital and sufficient collateral.

F. Maximum Loan Amount

Each eligible SBC may borrow up to $5,000,000 (up to $5,500,000 in some cases; see below) through 504 loan program.  The 504 portion of the project however, may not exceed 40% of the eligible project costs.  The minimum debenture loan is $65,000.  All debentures will be denominated in $1,000 increments.  

A $2 million debenture is allowed if the project qualifies under one of the following:

1. Business District Revitalization:  a project located within a business area of a community with a recognized revitalization or redevelopment plan that encourages business development as a means of enhancing the economic productivity of such area;

2. Expansion of Exports: a project in which the eligible small business concern will retain or expand its ability to produce or sell its goods or services for purchase by buyers outside of the United States.  To qualify, at least 10% of the SBC’s revenue must be from export sales at the time of the project;

3. Expansion of Minority Business Development: a small business concern which is at least 51% unconditionally owned by an individual(s) who is a member of a designated group presumed by SBA to be socially disadvantaged;

4. Rural Development: a project located in any political subdivision or unincorporated area in a non-metropolitan county (as defined by the Economic Development Division, Economic Research Service, or U.S. Department of Agriculture) or the equivalent thereof; or any political subdivision or unincorporated area in a metropolitan county or the equivalent thereof, which SBA (District Director or his designee) may determine to be rural if such political subdivision or area has a resident population of less than 20,000; 

5. Enhanced Economic Competition: a project in which the SBC is engaged in advancement of technology, plant retooling (expansion or modernization of manufacturing facilities), conversion to robotics, or competition with imports;

6. Changes Necessitated By Federal Budget Cutbacks: a project in which the SBC is locating or expanding in an area impacted by federal budget cutbacks, such as facility closings or cutback in defense related industries;

7. Business Restructuring Arising From federally Mandated Standards Or Policies: affecting the environment or the safety and health of employees, such as requirements for pollution control equipment, removal/encapsulation of asbestos, etc., or an SBC providing environmental services for others impacted by such Federal standards, etc.’

G. Eligible Use of Proceeds

The CDC debenture may not exceed 40% of the eligible fixed asset project cost.  Eligible project costs are defined to include:

1. Acquisition of Land

· Actual Cost plus any cost of improvements made to the land subsequent to acquisition

· Land previously acquired by the small business concern may be contributed as the injection in a project involving new construction.  The value of the contribution shall be the contributor’s equity in such land.

· If the land was acquired within two years before the submission of the related 504 application development company assistance to SBA, it shall be valued at the lesser of cost or market.  If the land was acquired before such two-year period, its value may be determined by independent appraisal satisfactory to SBA.  With such independent appraisal shall be submitted a title report setting forth the purchase history of the land for the last five years before the date of such appraisal.  None of the loan proceeds may be used for reimbursement of the acquisition cost of the land.

2. Land Improvements

· Grading

· Street Improvements
· Parking Lots
· Utilities
· Landscaping
3. Construction of a New Building or a Renovation or major Addition to an Existing Building is eligible.

Eligible costs include the funds required to complete the construction and occupy the premises.
4. Acquisition of an Existing Building

May include any applicable fees required to gain clear title to the property.

5. Acquisition of Machinery and Equipment

Machinery and equipment independent of real estate if it has a normal useful life of 10 years or more.  Acquisition includes the cost of purchase, delivery and installation.  If the SBC’s existing machinery & equipment is being moved from one location, the cost of dismantling, moving and reinstalling the machinery and equipment may be included as an eligible project cost.

6. A Contingency Fund

Not to exceed 10% of the construction cost may be included in eligible project costs for possible cost overruns.

7. Payment of Professional Fees

Required to make the project happen may be included as eligible project costs.  Included in the eligible fees are:

· Surveying

· Appraising

· Engineering

· Architectural

· Environmental Assessment

· Appraising

· Accounting

· Legal

· Title Insurance

H. Ineligible Project Costs

Ineligible project costs include the following:

· Incorporation and organizational expenses

· Management or Counseling fees

· Finders fees (financing, etc.); however real estate brokers fees are eligible

· Origination and Commitment fees (i.e., points on the first mortgage are not part of the eligible project costs). Points may be charged, but they will not be included as a part of the 50% private sector portion of the project.

· Application fees

· Working Capital

· Furniture and equipment (with life less than the maturity of the debenture, unless it is an integral part of the project)**

· Closing Costs (but not included in the 1 ½% CDC processing fee)

· Franchise Fees

**An example might be furnishings for a motel project.  Without the beds and other furniture, a motel is useless.  Those items do have a useful life of less than 10 years but can be included in the financing. 

I. Eligible and Ineligible Businesses

· Eligible SBC borrowers are for profit businesses who meet the SBA size standards and who are located within the CDC’s boundaries, which are Audrain, Boone, Callaway, Cole, Cooper, Montgomery and Randolph counties.  

· Ineligible businesses include non-profit businesses, passive investment and real estate companies, financial institutions, and developer/landlord deals.

J. Personal Net Worth of Principals

By law, SBA may not provide financing in projects where funds are otherwise available.  An applicant for a business loan must show that the desired funds are not available from the personal resources of any owner of 20% of more of the equity of the applicant/operating small business.  SBA will require the use of personal resources from any such owner as an injection to reduce the SBA funded portion of the total financing package.  Liquid assets for this section are cash, including savings accounts, CD’s, stock and bonds, cash value of life insurance or other similar assets.  When the total financing package:

· Is $250,000 or less, each 20% owner of the applicant must inject any personal liquid assets which are in excess of 2 X the total financing package or $100,000, whichever is greater;

· Is between $250,001 and $500,000, each 20% owner of the applicant must inject any personal liquid assets, which are in excess of 1 ½ X the total financing package or $500,000, whichever is greater;

· Exceeds $500,000, each 20% owner of the applicant must inject any personal liquid assets which are in excess of 1 X the total financing package or $750,000, whichever is greater.

Any liquid assets in excess of the applicable amount set forth above in this section must be used to reduce the SBA portion of the total financing package.  These funds must be injected prior to the disbursement of the proceeds of any SBA financing.

K. The Equity Injection

1. Equity Injection Provided by the SBC

By regulation, each 504 loan must have a “Equity Injection” equal to or greater than 10% of the project cost.  Equity injection must take the form of cash or land.  It may not take the form of an “in-kind” contribution for services rendered by the SBC.  In some cases it may take the form of equity in an existing property already owned by the SBC.  Land which is already owned by the SBC may be used as the equity injection so long as it becomes a meaningful part of the project (i.e., new construction or an expansion occurs on the land).

A recommended procedure for gaining control of a piece of property or equipment is through an option or purchase agreement (subject to satisfactory financing) and proceeding with the 504 loan application prior to the acquisition of the machinery and equipment or property.  If the SBC makes the equity injection, the company provide cash, fixed assets (verified by appraisal), or evidence of the cash injection, (i.e., paid invoices) in the proper amounts.

The equity injection may be borrowed from a third party (i.e., seller-take back).  If any of the contribution is borrowed, the interest rate must be reasonable.  If the loan is secured by any of the project assets, the loan must be subordinated to the liens securing the 504 loan, and the loan may not be repaid at a faster rate than the 504 loan.

L.
 The 50% First Mortgage Loan

The 50% first mortgage loan (also referred to as the “Third Party Lienholder”) or lien typically is provided by the SBC’s band of account or by a local real estate lender.  The loan is secured by a first mortgage on the assets acquired with the loan proceeds.  The SBA places several restrictions on its participation including the following:

1. Amount: The first mortgage must constitute an amount equal to the SBA’s portion of the eligible project costs or 50% of the eligible project costs.  The amount of the first mortgage may be greater than 50% for projects over $2 million, but at not time may the borrower’s injection be less than 10%.

2. Maturity: The maturity must be at least seven years when the debenture is for a term of ten years and the project does not include real estate.  If the project does include real estate, the term shall be ten years when the debenture has a term of twenty years.

3. Prepayment:  Prepayment privileges are permitted if the lender and the SBC desire them.

4. Rate: The rate must be “legal and reasonable”, fixed or variable, or renegotiable (the renegotiation formula must be known in advance).

M.
The SBA 504 Loan

The SBA 504 financing is “permanent take-out” mortgage financing.  The CDC’s debenture will be sold only after the project has been completed and is ready for occupancy by the SBC. Interim or construction financing must be utilized by the SBC to complete the project.

Upon sale of the debenture, the CDC and the SBC must begin repayment the month immediately following the debenture sale.  There may be no moratoriums of principal and/or interest.

The maturity of the loan is determined by calculating the weighted average normal useful life of the assets purchased with loan proceeds.  The loan can carry a maturity of 10 or 20 years.  Because the minimum maturity is 10 years and the maturity is based upon the normal useful life of the assets purchased with the loan proceeds, the minimum average useful life of all assets financed must equal or exceed 10 years.  Any calculation resulting in an average useful life of 15 years or greater will qualify for the 20 year maturity. 

The interest for 10 and 20 year 504 debentures is based on 4 and 10 year U.S. Treasury rates, respectively.  Treasury rates are used as a basis because the certificate is guaranteed by an agency of the U.S. Government.  However, because the guarantor is not the U.S. Treasury, investors expect a premium, more commonly known as the “spread”, over the base Treasury rate.  Because the market sets the spread, it will vary from offering to offering, reflecting current market conditions.

3. Financing Structure

A.
Eligible Passive Company and Operating Company

An Eligible Passive Company (EPC) is a small entity or trust which does not engage in regular and continuous business activity, which leases real or personal property to an Operating Company (OC) for use in the Operating Company’s business.

An Operating Company is an eligible small business actively involved in conducting business operations now or about to be located on real property owned by an EPC, or using or about to use in its business operations personal property owned by an EPC.

An EPC will typically be the borrower of the SBA 504 loan.  The loan proceeds must be used to acquire or lease, and/or improve or renovate real or personal property that it leases to an Operating Company for the conduct of the Operating Company’s business.  Any ownership structure or legal form may qualify as an Eligible Passive Company.

Conditions that apply to an Eligible Passive Company and Operating Company structure are:

1. The Operating Company must be an eligible small business, and the proposed use as if the Operating Company was obtaining the financing directly;

2. The Eligible Passive Company and the Operating Company each must be small under the appropriate size standards.

3. The lease between the Eligible Passive Company and the Operating Company must be in writing and must be subordinated to SBA’s mortgage, trust deed lien, and/or security interest on the property.  Also, the Eligible Passive Company must furnish as collateral for the loan an assignment of all rents paid under the lease;

4. The lease between the Eligible Passive Company and the Operating Company, including options to renew and exercisable solely by the Operating Company, must have a remaining term at least equal to the term of the SBA loan;

5. The Operating Company must be a guarantor or a co-borrower of the loan;

6. Each holder of an ownership interest constituting at least 20 percent of the Eligible Passive Company and/or the Operating Company must guarantee the loan;

7. The ownership of the EPC and OC do not need to be identical; however, only one company may operate as the OC in cases where the ownership is not identical.

B. Structure For Expanding Businesses

The 504 Debenture portion of a project may not exceed 40% of the project cost.  In addition, SBA requires each CDC to provide a minimum 10% local injection.  The remaining 50% injection must be financing originating in the “private sector”.  The typical structure looks like the following:


First Mortgage Lender

50%


SBA 504 Loan


40%


SBC Injection


10%


Total Financing


100%

C. Financing of a New Business

A new business according to SBA regulations is one that has been in operation for a period of two years or less.  If the applicant forms a new company or purchases the assets of an existing business, the business is considered to be a new business.  

In instances where the business is considered “new” under the SBA regulations, the SBC must provide at least 15 percent down payment.  The benefit of the added injection must go to reduce the percentage of the total eligible costs financed by the 504 loan.  In this example, the 504 loan could provide not more than 35 percent of the total eligible project costs.

First Mortgage Lender

50%

SBA 504 Loan


35%

SBC Injection


15%

Total Financing


100%

D. Limited or Single-Purpose Buildings

When the project involves a limited or single-purpose building or structure, the small business concern must provide at least 15 percent of the eligible project costs.

The definition for a “limited or single-purpose building or structure” is “a limited market property with a unique physical design, special construction materials, or layout that restricts its utility to the use for which it was built; also called a special design property.”  Examples of such properties would be: gas stations, motels, car washes, marinas, bowling alleys or any other facilities that would have limited markets or would require extraordinary costs to make them marketable.

In such cases where the project to be financed is both a start-up and a limited or single-purpose structure, the small business concern must provide at least a 20% down payment.


First Mortgage Lender

50%

50%


SBA 504 Loan


35%

30%


SBC Injection


15%

20%


Total Financing


100%

100%

E. SBC Occupies Less Than 100% of the Building Space

1. Existing Buildings

When an SBC acquires an already existing building, it may need less than 100% of the building’s space for its own purposes and desires to lease out the remaining area to other tenants.  To be eligible for any 504 financing, the SBC must occupy at least 51% of the building space.  If 51% or more is utilized by the SBC, 504 financing may be used to acquire the entire building, renovate the entire façade, roof and infrastructure, and finish and equip the portion of the building used by the SBC.  No 504 funds may be used to renovate the area intended to be leased out and private sector first mortgage funds utilized for that purpose will not be counted in meeting the 50% first mortgage requirement.

To structure such a project, the first mortgage lender may advance more than 50% (the excess applied to renovating the space for the lease) and receive a first mortgage on the entire amount advance.

The SBA funds will equal 40% of the cost of acquiring the building, renovating the exterior and infrastructure and finishing the space utilized by the SBC.

2. New Construction

In the case of new construction, SBA recognizes that the new building should be large enough to provide room for growth.  As a result, the SBA will permit the SBC to lease out up to 40% of the newly constructed space to tenants when reasonable projections of growth indicate that the SBC will need 20% of the additional space within two years.

4. Collateral and Fees

A. Collateral

The CDC will secure the 504 loan by taking a subordinated mortgage or lien (generally a second mortgage) on the assets, which are purchased with loan proceeds.  This collateral is then assigned to the SBA in consideration for it providing the 100% guarantee of the debenture.

B. Personal Guarantees

SBA requires the personal guarantee of any person owning 20% or more of the SBC, irrespective of the form of ownership, an the personal guarantee of the chief executive officer of the applicant irrespective of his ownership interest in the business.  Where SBC ownership ranges below 20%, the requirement for personal guarantees is discretionary, or not required

C. Key Man Life Insurance

The well-being of an SBC is dependent upon the well-being of its owner manager.  The death of the SBC’s owner may jeopardize the ability of the company to operate.  For this reason, the SBA will require key man life insurance.  The SBA will take an assignment of the insurance.  The insurance may be term life (the lowest cost), with a declining balance equal to the outstanding loan balance.  Upon the owner’s death, the insurance proceeds liquidate the company’s debt, thereby absolving the owner’s estate from that obligation.

D. Fees Not Included in Debenture

First Mortgage Lender

SBA requires a Participation Fee of an amount equal to 1/2 of 1 percent on the participating lender’s permanent loan amount.  This fee shall be paid by the participating lender to the CDC at the time of closing.  The CDC will have the amount of the fee deducted from their origination fee by the Central Servicing Agent (CSA).

Borrower

Title Insurance for SBA’s portion of the financing

Survey showing the building within the property lines

Environmental Reports on the property

Borrower’s Attorney Fees

E. Fees Included in the Debenture

1. Certified Development Company: The CDC may receive this fee for participating in a project: 1 ½%  one-time processing fee on the debenture amount.


2.
Funding Fee:  Private sale of debentures adds on a fee to cover printing and legal fees as well as DCFC’s expenses.  This fee is ¼%.

3. SBA:  This ½% fee is applied to SBA’s loss reserve account.

4. Underwriting Fee:  The selling group receives ½% up-front fee.  The underwriter charges no annual fee to the SBC.

5. CDC’s Attorney Fees:  Due to the complexity of the documents and its similarity to bond sales, the CDC uses a bond attorney to review and present the closing documents to SBA’s attorney in St. Louis.  SBA allows the attorney to charge up to $2500.00 per closing.  Actual charge may differ and any difference will be refunded to the borrower.

5. The SBA 504 Loan Closing

A. The Loan Closing and Debenture Sale

1. The Debenture is Take-out Financing:  SBA 504 debentures provide long-term take-out financing in a project.  To acquire and construct the project, an interim or construction lender must provide short-term financing based upon the take-out commitments of the first mortgage lender and the SBA.  

Typically, the first mortgage lender will serve as the construction/interim lender and provide 80-90% of the project financing during the acquisition and construction phases.  After the project is completed, the investors will purchase a subordinated share of the total project financing from the interim/construction lender.

2. The Sale and Disbursement Process:  To protect the CDC, the SBA will instruct the DCFC to initiate the sale process of the debenture only after all the loan closing documents have been properly executed and the local SBA and CDC attorneys have provided opinions of counsel stating that all the loan documents have been executed in accordance with the SBA’s take-out commitment (known as the “Authorization”).  The debenture sale and disbursement process is a six-step process:

1. The loan documents are executed and the CDC’s attorney issues an Opinion of Counsel.

2. The District SBA attorney reviews the documents and forwards the debenture to SBA’s Central Office in Washington D.C.

3. The SBA Central Office forwards the debenture to the DCFC with instruction to sell the 504 debentures

4. Underwriter sells 504 certificates through public offerings.

5. The Underwriter wire transfers the debenture to the CSA.

6. The CSA disburses the proceeds.

3. The Debenture Sale Timetable:  Twenty year Debentures are sold on the Wednesday after the second Sunday of each month and their price is determined on Tuesday after the first Sunday of each month.  SBA Central Office must receive CDC written notification to sell a debenture 10 business days before the Tuesday of the first full week of each month.

Before the written notification can be sent to SBA’s Central Office, the District SBA Attorney typically needs two weeks to review the executed documents and the opinion of CDC counsel.

Usually the loan documents will need to be executed at least 30 days before in order to have an opportunity to properly record those documents that need recording, obtain insurance, etc.  Thus, to have an opportunity to close a 504 loan for the next month’s sale date, all documents must be prepared and executed by the middle of the prior month; i.e., to meet an October sale date, the SBA closing should be scheduled for August 15th.
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SBA 504 Loan Program Quick Reference Sheet

Contact:
Enterprise Development Corporation



910 E Broadway, Ste A



Columbia, MO  65201



(573) 875-8117 (573) 443=2319



Michael Crist, Exec Director



Donna DeLong, Assoc Director

The Program: SBA 504

· Commercial loans for expanding businesses or start-ups

· Fixed interest rate for term of loan

· Financing for fixed assets, i.e. real estate, machinery and equipment

· Term of 20 years for real estate, 10 years for machinery and equipment

Advantages of 504:

· Long term, fixed interest rate financing
· Equity requirements of 10% or more for customer
· Bank can participate in larger transactions
· Bank occupies first lien position, lending 50% of value at market rate and fees
Eligible Borrowers:

· For profit businesses

· Tangible net worth not to exceed $6 million

· Net profit after taxes not to exceed $2 million for previous 2 years

Eligible Use of Funds:

· Purchase of land, purchase or construction of building
· Renovate or improve building
· Purchase machinery and equipment with 10 year useful life
· Contingencies
· Total Project Size minimum $165,000
· No maximum total project
· Job Creation: one job per $50,000 in 504 funds or meeting other economic development goals
· Maximum 504 loan $1,500,000 or $2,000,000 under certain circumstances
The SBA 504 Loan Program

Prepared by:

Enterprise Development Corporation
PAGE  
13

