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Private clubs and businesses which limit the number of memberships for reasons
other than capacity;
Government-owned entities (except for businesses owned or controlled by a
Native American tribe);
Businesses principally engaged in teaching, instructing, counseling or
indoctrinating religion or religious beliefs, whether in a religious or secular
setting;
Consumer and marketing cooperatives (producer cooperatives are eligible);
Loan packagers earning more than one third of their gross annual revenue from
packaging SBA loans;
Businesses with an Associate who is incarcerated, on probation, on parole, or has
been indicted for a felony or a crime of moral turpitude;
Businesses in which the CDC or any of its Associates owns an equity interest;
Businesses which present live performances of a prurient sexual nature; or derive
directly or indirectly more than de minimus gross revenue through the sale of
products or services, or the presentation of any depictions or displays of a prurient
sexual nature;
A business or applicant involved in a business which defaulted on a Federal loan
or Federally assisted financing resulting in a loss to the government. A
compromise agreement shall also be considered a loss;
Businesses primarily engaged in political or lobbying activities; and
Speculative businesses (such as oil wildcatting).

3. ELIGIBILITY REQUIREMENTS

a. THE SMALL BUSINESS MUST BE ORGANIZED FOR PROFIT.

(1)

)

(3)

All small business applicants must be organized for profit. Non-profit businesses
are not eligible for SBA business loan assistance.

For-profit businesses owned by a non-profit business are eligible if they meet
SBA’s other eligibility requirements. The non-profit affiliate must be included in
the calculation of the size of the business. This may result in a determination that
the for-profit entity is not considered small by SBA size standards and therefore
not eligible. In addition, if the non-profit affiliate owns 20% or more of the for-
profit business but cannot or will not guarantee the loan, the for-profit business is
not eligible for SBA assistance. If the profits are used for the benefit of the non-
profit rather than the for-profit business, the for-profit business is not eligible.

Documentation that may be reviewed to determine for-profit status:
Q) Articles of Incorporation-- filed with Secretary of State or similar

department in the state where the applicant is organized or conducts
operations;
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(i) Avrticles of Organization-- (for a Limited Liability Corporation (LLC))
filed with Secretary of State or similar department in the state where the
applicant is organized or conducts operations;
(i) Corporate By-Laws and any amendments;
(iv)  Partnership Agreements;
(V) Association By-laws; and

(vi)  Tax Returns.

b. THE APPLICANT MUST BE SMALL UNDER SBA SIZE REQUIREMENTS
APPLICABLE TO 504 FINANCIAL ASSISTANCE (13 CFR 121.301(b))

(1)  The applicant business (considering its affiliates, if any) must meet either the
same size standards applicable to 7(a) business loans set forth in 13 CFR
121.301(a) or the size standards for development company loans set forth in 13
CFR 121.301(b), which are as follows:

The Small Business Applicant and its Affiliates must have:

Q) A Tangible net worth of $7.5 million or less; and

(i) Average net income after Federal income taxes (excluding any carry-over
losses) for the preceding two completed fiscal years of $2.5 million or
less.

(2 When size status of an applicant is determined (13 CFR 121.302)

The size of an applicant for SBA financial assistance is determined as of the date
the application for such financial assistance is accepted for processing by SBA.
Changes in the size of the business subsequent to the applicable date when size is
determined will not disqualify an applicant for assistance, even if the financing
resulted in the business becoming large.

3) Formal size determinations

Q) By signing the application, a small business applicant is deemed to have
certified that it is small under the applicable size standard. SBA or CDC
may request additional information concerning the applicant’s size based
on information supplied in the application or any other source. A PCLP
CDC may accept as true the size information provided by an applicant,
unless credible evidence to the contrary is apparent.

(i) Prior to denial of eligibility based on size, a formal size or affiliation

determination may be requested by a small business applicant, the SBA
loan application processing office or a CDC. The request must be made to
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the Government Contracting Area Director serving the area in which the
headquarters of the applicant is located, regardless of the location of the
parent company or affiliates. 13 CFR 121.303

4) Review of Franchise/License/Dealer/Jobber or Similar Agreements

The discussion in this section applies to franchise agreements, license agreements,
dealer agreements (with the exception of dealer agreements from new car
manufacturers which are not reviewed for eligibility), jobber or similar
agreements. A finding of eligibility under this section means that the agreement
does not impose unacceptable control provisions on the Small Business Applicant
which would result in affiliation. The fact that the agreement is eligible does not
mean that the Small Business Applicant is eligible.

Q) Affiliation can exist through:

(a) common ownership;

(b) common management;

(c) excessive restrictions upon the sale of the franchise interest; or

(d) control by a franchisor/licensor/dealer/jobber, etc. either directly or
through an affiliated entity or agent such that the applicant does not
have the independent right to both profit from its efforts and bear the
risk of loss commensurate with ownership. (13 CFR 121.103 (i))

(i) Review

SBA requires in all cases a determination as to whether affiliation exists when the
applicant has or will have a Franchise/License/Dealer/Jobber or similar
agreement. Regardless of the title of the agreement, if the
franchisor/licensor/dealer/jobber, etc. provides a product or service that is critical
to the Small Business Applicant’s business operation and/or provides a trademark
critical to the Small Business Applicant’s business operation, then the agreement
and any related documents must be reviewed.

(i) Review and determination must be conducted by:

(a) SBA--for all Regular and ALP loans; and
(b) CDC --for PCLP loans.

(iv)  Franchise Information Assistance

CDCs may contact SBA at franchise@sba.gov for information about franchise
eligibility reviews. Please do not send franchise documents to this mailbox for
review.

(v) Reqistry of approved franchise/license/dealer/jobber or similar agreements

To facilitate the review of these agreements, SBA has established a Franchise
Registry (“Registry”) that lists approved franchise/license/dealer/jobber or similar
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agreements. SBA has previously determined that the agreements listed on this
registry are acceptable. CDC must ensure that the documents with the loan
application are the same as the documents listed on the Registry.

CDCs must follow the procedures set forth below to determine franchise program
eligibility for a loan application.

@) Check www.franchiseregistry.com to determine if the agreement is
listed.

1. Listed on Reqistry

If the Agreement is listed on the Registry (including any
additional requirements listed in the footnotes), CDC may
rely upon the Registry to determine eligibility. The file
must include one of the following forms:

(A) Certification of No Change or Non-Material Change

If there have been no material changes to the
documents in any way since the initial registration
or last revision date in the Registry the review
process has been completed and the Loan File
should be documented with the following:

()] Proof of FTC Registration

(1)  Executed Agreements

(1) Executed Certification of No Change
or Non-Material Change.

(B)  Certification of Material Change

If there has been a material change, the certification
should be forwarded to the SBA loan processing
center. CDC will be notified of the results of the
review.

(C) Certification not provided

If a certification is not provided, a review of the
Agreement and all related documents is required as
if not listed on the Registry.

2. Not Listed on Reqistry

Effective Date: Auqust 1, 2008 246


http://www.franchiseregistry.com/�
http://www.franchiseregistry.com/Forms/CertificationofNoChange.htm�
http://www.franchiseregistry.com/Forms/CertificationofNoChange.htm�
http://www.franchiseregistry.com/Forms/CertificationofNoChange.htm�
http://www.franchiseregistry.com/Forms/CertificationofMaterialChanges.htm�

(A)

(B)

(©)

SOP 50 10 (5)
If the Agreement is not listed on the Registry, a
review must be made of the Agreement and all
related documents

CDCs should e-mail the SBA Franchise Mailbox
(franchise@sba.gov) to see if the Agreement has
been determined to be unacceptable. The
information provided by the SBA Franchise
Mailbox is not a definitive eligibility ruling.
Rather, the information can be used by CDCs in
making the eligibility determination as well as
potential remedies to ineligible agreements.

If an Agreement was previously determined to be
unacceptable and the reason for that finding cannot
be resolved, the applicant is ineligible.

(b) Affiliation Issues to Consider

The following are examples of common situations that should be
examined to determine if affiliation exists.

1. Control

The provisions of the Agreement may not:

(A)
(B)

(©)

(D)

(E)

(F)

Effective Date: Auqust 1, 2008

Set the Applicant’s net profit;

Require the payment of excessive
Franchise/License/Dealer/Jobber, etc. Fees;
Directly control the applicant’s employees
including hiring or terminating (unless under a short
term step-in agreement);

Require the Applicant to deposit all receipts or
revenues into an account which
Franchisor/Licensor/Dealer/Jobber, etc. controls, or
from which withdrawals may be made only with
Franchisor/Licensor/Dealer/Jobber, etc. consent;
Include an option to purchase the applicant’s
personal property assets upon expiration or breach
of the Agreement, where the
Franchisor/Licensor/Dealer/Jobber, etc. has the
ability to control the price at the time of purchase;
Include a purchase option for real estate owned by
the applicant (right of first refusal is allowed
provided it is on commercially reasonable terms);
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(G)  Allow the hiring of the applicant’s employees by
the Franchisor/Licensor/Dealer/Jobber, etc. (in the
temporary personnel industry, consider temporary
employees hired by the franchisee to be employees
of the franchisor); or

(H)  Require that the billing activities for the applicant
be handled by the Franchisor/Licensor/Dealer,
Jobber, etc. for a fee.

N

. Leasing from Franchisor/Licensor/Dealer/Jobber, etc.

During the term of the SBA-guaranteed loan,
Franchisor/Licensor/Dealer/Jobber, etc. may not terminate any
Real Estate Lease unless an uncured default has occurred under
the terms of the Real Estate Lease or the Franchise Agreement

3. Transfer
Any transfer provision which requires a
Franchisor/Licensor/Dealer/Jobber, etc.’s consent must state
“Consent must not be unreasonably withheld or delayed”
or its equivalent.

4. Termination
A Franchisor/Licensor/Dealer/Jobber, etc.’s power to cancel
without cause does not confer upon it power to control the
applicant and is not an indicia of affiliation

5. Independent Contractor

Franchisor/Licensor/Dealer/Jobber, etc. and applicant must
maintain an Independent Contractor Relationship.

Example: Insurance Agents who sell policies issued by one
insurance company have been found to be independent
contractors when the Agents performed their services at their
own business locations and paid all of the expenses of
maintaining their own offices.

6. Specific Industries

(A)  Insurance Industry. Based on the Industry standard
established by the Insurance Agency, it is common
practice for the franchisor to own the Insurance
Policies as well as receive the payments on the
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policy. This type of arrangement, by itself, does not
create affiliation.

(B)  Gasoline Industry. Most Dealer Agreements are for
a term of three years with limited or no renewal
terms. In situations where a gasoline supplier is
leasing the real property to the dealer, the Petroleum
Marketing Practices Act controls and contains
detailed provisions on the authority and procedure
for non renewal or termination. This type of lease
arrangement, by itself, does not place inappropriate
control in the oil company/dealer. (See Appendix 5
of this SOP for SBA’s requirements pertaining to
gas station loans.)

C. THE SMALL BUSINESS APPLICANT MUST DEMONSTRATE A NEED FOR THE
504 LOAN.

1) The Small Business Applicant’s need for the loan is determined by applying the
“Credit Elsewhere Test.” The purpose of the Credit Elsewhere test is to
determine if the Small Business Applicant along with its principals have the
ability to obtain some or all of the requested loan funds from alternative sources
without causing undue hardship. 13 CFR 120.101

(2)  The CDC must determine that:

Q) the Small Business Applicant is unable to obtain the loan on reasonable
terms without a Federal government guaranty, and

(i)~ some or all of the loan is not available from any of the following sources:
@) The resources of the applicant business; or
(b) The personal resources of the principals of the applicant concern.
If some or all of the loan applied for is otherwise available on reasonable
terms from any of these sources, the loan application must be reduced or
declined.
3) The CDC must substantiate the factors that prevent the financing from being

accomplished without SBA support and retain the explanation in the Small
Business Applicant’s file.
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4 Acceptable factors that demonstrate an identifiable weakness in the credit or that
show the credit will exceed the policy limits of the Third Party Lender include:

Q) The business needs a longer maturity than the Third Party Lender’s policy
permits (for example, the business needs a loan that is not on a demand
basis);

(i) The requested loan exceeds either the Third Party Lender’s legal lending
limit or policy limit regarding the amount that it can lend to one customer;

(iii)  The collateral does not meet the Third Party Lender’s policy requirements;

(iv)  The Third Party Lender’s policy normally does not allow loans to new
businesses or businesses in the applicant’s industry; and/or

(v)  Any other factors relating to the credit that, in the CDC’s opinion, cannot
be overcome without the 504 loan.

(5) Unacceptable factors include:

Q) Addressing the Third Party Lender’s Community Reinvestment Act
(CRA) compliance; or

(i) Refinancing debt already on reasonable terms.

(6)  The CDC must certify that credit is not otherwise available by signing the CDC
Official block on the appropriate application form.

(7 Utilization of personal resources -- As part of the credit elsewhere test, SBA
requires the personal resources of any owner of 20 percent or more of the Small
Business Applicant be reviewed. 13 CFR 120.102

Q) The rule also applies to each person when the combined ownership of the
spouses and dependent children is 20% or more.

(i) The utilization of the personal resources rule does not apply to the
business resources of an associate or affiliated business.

(iii)  Once it is determined that an individual owner is subject to the utilization
of personal resources rule, his or her percentage of ownership has no
effect on the amount of the required injection.

(8) Personal Resources of Spouses and Dependent Children

Q) The SBA’s lending programs qualify as a *“ Special-Purpose Credit
Program” under the Federal Reserve’s Regulation B relating to the Equal

Effective Date: Auqust 1, 2008 250


http://ecfr.gpoaccess.gov/cgi/t/text/text-idx?c=ecfr;sid=0ccb12920bf50c68e93806456506c6f6;rgn=div8;view=text;node=13%3A1.0.1.1.14.1.187.3;idno=13;cc=ecfr�

SOP 50 10 (5)
Credit Opportunity Act (ECOA). This regulation stipulates that
information pertaining to the applicant’s marital status, sources of personal
income, alimony, child support, and spouse’s financial resources can be
obtained and considered in determining program eligibility. Therefore,
the CDC has the right to obtain the signature of an applicant’s spouse
(whether an owner of the business or not) or other person on an
application.

(i) Unless there is some legal impediment to access the personal resources of
the spouse such as those held by an independent trustee of an irrevocable
trust, the applicant is presumed to have access to the personal resources of
his/her spouse and minor children. The personal resources of close
relatives (excluding spouse and dependent children), including children
above the age of majority, living in the household are not considered to be
available to the applicant for injection into the business.

(ili)  SBA or the CDC can require injection of the available personal resources
of the individual’s minor children.

(iv)  SBA or the CDC cannot require the injection of the spouse’s personal
resources, but can determine that the applicant is ineligible because of
access to personal resources.

9) Liquid Assets

Q) Only liquid assets are subject to being injected into the project. Liquid
assets include:

(a) Cash;

(b) certificates of deposit;

(c) marketable securities and bonds;

(d) cash surrender value of life insurance; and
(e) similar assets.

CDCs should consider carefully the transfer of assets or other actions of
the applicant to avoid compliance with the intent of this provision. Ata
minimum, liquid assets transferred by applicants within 6 months of
application for SBA assistance will not be exempt.

(i) Liquid assets do not include:

(@) Closely held non-marketable stocks or bonds;

(b) Individual retirement accounts (IRAs), 401(k), 403(b), 529 accounts,
Keoghs, or other established retirement accounts subject to withdrawal
restrictions or penalties; Health Savings Accounts; Educational
Savings; and other similar assets;
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(c) Equity in real estate or other fixed assets; or
(d) Assets pledged as security on debt obtained over 6 months prior to the
loan application. The dollar value of the pledged liquid assets that
exceeds the amount of the debt being secured is considered a liquid
asset.

(10)  Utilization of Personal Resources Rule (13 CFR 120.102)

Q) The CDC must determine the overall dollar value of the allowable
exemption, which is defined as the amount of personal resources that do
not have to be injected into the business. The allowable exemption is
determined on the basis of the “total financing package.” The total
financing package includes the SBA loan, together with any other loans,
equity injection, or business funds used or arranged for at the same general
time for the same project as the SBA loan.

(i) If the total financing package:

€)) Is $250,000 or less, the exemption is two times the total financing
package or $100,000, whichever is greater;

(b) Is from $250,001 up to and including $500,000, the exemption is
one and one-half times the total financing package or $500,000,
whichever is greater; or

(©) Exceeds $500,000, the exemption is one times the total financing
package or $750,000, whichever is greater;

(iii)  Once the exemption is determined, it is subtracted from the liquid assets.
If the result is positive, that amount must be injected into the project.

(iv)  Liquid assets required to be injected into the business under the utilization
of personal resources rule can not be pledged as an alternative to injection.

(v) SBA or the CDC may require additional capitalization beyond that
required by the utilization of personal resources rule.

(11) Determining the Amount of the Allowable Exemption
CDCs must use the following procedures to make, as of the date of the loan
application, a written determination of the allowable exemption which must be
kept in the file, available for SBA’s review:
Q) Carefully review the personal financial statements required from the

owners of 20% or more of the equity of the business (including the
resources of spouse and dependent children);
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(i) Determine the value of the liquid assets subject to the rule for each
individual; and

(iii)  Subtract the allowable exemption from the liquid assets of each individual
subject to the rule (including their immediate family).

Note: A husband and wife and their dependent children are only entitled to one
exemption.

(12)  Reducing Ownership Interest

Q) Any person subject to the utilization of personal resources rule 6 months
prior to the date of the loan application would continue to be subject to the
rule even if that person has changed his or her ownership interest to less
than 20%.

(i) The only exception to the 6-month rule is when that person completely
divests his or her interest prior to the date of application. Complete
divestiture includes divestiture of all ownership interest and severance of
any relationship with the Small Business Applicant (and any associated
Eligible Passive Concern) in any capacity, including being an employee
(paid or unpaid).

d. INELIGIBLE TYPES OF BUSINESSES

(1)  To determine if a business is eligible for SBA assistance, the CDC must:
Q) determine the primary business industry of the Small Business Applicant.
13 CFR 121.107
(i) determine whether the Small Business Applicant is one of the types of
business listed as ineligible in SBA regulations. 13 CFR 120.110

2 SBA may not provide financial assistance to a Small Business Applicant for the
benefit of an ineligible affiliated business.

3) SBA cannot provide financial assistance to any of the following types of
businesses:

Q) Businesses organized as a non-profit (for-profit subsidiaries are eligible).
(13 CFR 120.110(a))
(i) Businesses Engaged in Lending (13 CFR 120.110(b))

@) SBA cannot provide financial assistance to businesses primarily
engaged in lending or investment, or to an otherwise eligible business for
the purpose of financing investment not related or essential to the
business. This prohibits loans to:
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Banks;

Life Insurance Companies (not independent agents);
Finance Companies;

Factors;

Investment companies;

Bail Bond companies; and

Other businesses whose stock in trade is money and which
are engaged in financing.

(b) The following are exceptions to this regulation:

1.

A pawn shop that provides financing is eligible if more
than 50 percent of its revenue for the previous year was
from the sale of merchandise rather than from interest on
loans.

A business that provides financing in the regular course of
its business (such as a business that finances credit sales) is
eligible provided not more than 50% of its revenue is from
financing its sales.

A mortgage servicing company that disburses loans and
sells them within 14 calendar days of loan closing is
eligible. Mortgage companies are eligible when they are
primarily engaged in the business of servicing loans.
Mortgage companies that make loans and hold them in
their portfolio are not eligible.

A check cashing business is eligible if it receives at least
50% of its revenue from the service of cashing checks.

(iii)  Passive Businesses (13 CFR 120.110(c))

@) Apartment buildings are not eligible.

(b) Mini-warehouses, office suites, shopping centers, flea markets, and
mobile home parks, are not eligible unless they provide sufficient
services. Sufficient services shall be deemed to exist when at least
50% of the business’s revenue for the prior year is derived from
the services provided.

Effective Date: Auqust 1, 2008
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(c) An ineligible passive business cannot obtain an SBA loan for any
purpose, including the purchase or construction of a building for its
own use.

(iv)  Life Insurance Companies (13 CFR 120.110(d))

@) Life insurance companies are not eligible.

(b) Even if a life insurance agent writes insurance for only one
company, he or she may qualify as an eligible independent
contractor if the business meets all of the following factors:

1.

If the insurance agent is subject to the control or direction
of another merely as to the result to be accomplished and
not as to the means and methods for accomplishing the
result;

If the insurance agent hires, supervises and pays employees
he or she needs to help perform his or her services;

If the insurance agent performs his or her services at his or
her own place of business rather than at the company’s
place of business;

If the insurance agent is paid by the job or on a commission
basis, rather than by the hour, week or month;

If the insurance agent is responsible for paying his or her
own business expenses;

If the insurance agent provides a significant amount of his
or her tools, materials, and other equipment, even if the
insurance company provides some forms, manuals, or other
materials;

If the insurance agent invests in facilities that are used by
him or her in performing services and are not typically
maintained by employees (such as the maintenance of an
office rented at fair market value from an unrelated party);
and

If the insurance agent can realize a profit or incur a loss as
a result of his or her services.

(v) Business Located in a Foreign Country or Owned by Undocumented
(Illegal) Aliens (13 CFR 120.110(g))

@) Businesses are not eligible if the business is:

1.

2.

Effective Date: Auqust 1, 2008

located in a foreign country with no activities in the United
States; or

owned in whole or in part by undocumented (illegal) aliens.
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(b) Businesses are eligible if the business:
1. is located in the U.S.;
2. operates primarily in the U.S.; and

3. is authorized to operate in the state or territory where they
seek SBA financial assistance; OR

4, makes a significant contribution to the U.S. economy
through the:

(A) payment of taxes to the U.S.; or
(B) use of American products, materials, and labor.
(©) The proceeds for an eligible loan must be used exclusively for the
benefit of the domestic operations. As a result the business and its

employees are subject to U.S. and local taxes.

(d) Businesses involved in international trade are subject to U.S. trade
restrictions.

(e) Businesses owned by legal permanent residents are eligible. See
Paragraph 3.e. of this Chapter.

(vi)  Businesses Selling Through a Pyramid Plan (13 CFR 120.110(f))

Pyramid or multilevel sales distribution plans are not eligible for SBA assistance.

(vii)  Businesses Engaged in Gambling (13 CFR 120.110(q))

@ Small businesses that obtain more than one-third of their annual gross
income, including rental income, from legal gambling activities are not
eligible.

(b) Small businesses are eligible if they obtain one-third or less of their annual
gross income, including rental income, from:

1. commissions from official State lottery ticket sales under a State
license; or
2. gambling activities licensed and supervised by state authority in

those states where the activities are legal.
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(c) If the purpose of the business is gambling, such as a pari-mutuel betting
racetrack or a gambling casino, it is not eligible, regardless of the
percentage of gross income derived from gambling.

(viit) Businesses Engaged in any lllegal Activity (13 CFR 120.110(h))

A Small Business Applicant engaged in illegal activity or who makes, sells,
services, or distributes products or services used in connection with illegal
activity, is not eligible unless such use can be shown to be completely outside of
the Small Business Applicant’s intended market.

(ix)  Businesses Which Restrict Patronage (13 CFR 120.110(i))

Businesses that restrict patronage for any reason other than capacity are not
eligible.  For example, a men’s only or women’s only health club is not eligible.

(x) Government-Owned Entities, Excluding Native American Tribes
(13 CFR 120.110(}))

@) Municipalities and other political subdivisions are not eligible.
(b) Special Requirements Applicable to Native American Businesses

A Native American tribe is a Governmental entity and is not eligible. A
small business owned in whole or in part by a Native American tribe is
eligible if:

1. it establishes that it is a separate legal entity from the tribe and
submits the documents authorizing its existence; and

2. the tribe waives sovereign immunity with respect to the collateral
for the loan and collection of the loan from the borrower, OR
agrees to a “sue and be sued” clause specifically naming U.S.
Federal courts as “courts of competent jurisdiction.”

CDCs may seek the advice and assistance of the Bureau of Indian

Affairs (BIA) personnel when dealing with loans collateralized by
Indian lands held in trust.

(xi)  Businesses Engaged in Promoting Religion (13 CFR 120.110(k))

@) A Small Business Applicant is not eligible if principally engaged in
teaching, instructing, counseling or indoctrinating religion or religious
beliefs, whether in a religious or secular setting.
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A Small Business Applicant is not ineligible merely because it offers
religious books, music, ceremonial items and other religious articles for
sale. The CDC must consider the overall activities and business
environment of the Small Business Applicant. SBA has a worksheet to
assist with this process. (Religious Eligibility Worksheet in SOP 70 50 3)

(xii)  Cooperatives (13 CFR 120.110(1))

(a)
(b)

Consumer and marketing cooperatives are not eligible.
Producer Cooperatives.

A producer cooperative is eligible if:

1. It is engaged in a business activity;

2. The purpose of the cooperative is to obtain financial benefit for
itself as an entity AND its members in their capacity as businesses;
and

3. Each member of the cooperative is small.

(xiii) Businesses engaged in loan packaging (13 CFR 120.110(m))

A Small Business Applicant that receives more than 1/3 of its gross annual
revenue from packaging SBA loans is not eligible.

(xiv) Businesses Owned by Persons of Poor Character or on Probation or Parole
(13 CFR 120.110(n))

(a)

(b)

(©)

(d)

SBA cannot provide financial assistance to businesses with Associates
with poor character or who are on probation or parole.

An application can be accepted for processing if the individual indicates
an arrest record, but was acquitted or the indictment was dismissed and the
individual is not incarcerated, on probation or on parole for any offense.

An individual with a deferred prosecution is treated as if the individual is
on probation or parole. Such an applicant is not eligible.

To determine eligibility under this section, the Agency requires that every
proprietor, partner, officer, director, and owner of 20% or more of the
Applicant (“Subject Individual”) must be of good character. The
completion of an SBA Form 912, Statement of Personal History (“912”),
by each Subject Individual is required as part of the character evaluation
process. Every person completing a 912 must answer each question fully
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giving details about any *“yes” response. NOTE: A *““yes” is required even
when the record is allegedly sealed, expunged or otherwise unavailable.
(This information is kept private and confidential.) There are no
exceptions to or waivers of this policy.

1. If every Subject Individual answers questions 7, 8 and 9 as “no,”
normal loan processing may proceed.

2. If a Subject Individual answers “yes” to question 7, then the Small
Business Applicant is not eligible.

3. If a Subject Individual answers “yes” to question 8 or 9, then that
individual must go through a background check and character
determination unless the charge resulting in a “yes” answer was a
single misdemeanor that was subsequently dropped without
prosecution. (Documentation from the appropriate court or
prosecutor’s office must be attached to the SBA Form 912.) If the
individual pleads guilty to the charges or to lesser charges the
background check and character determination must be conducted.
Currently, SBA conducts two types of background checks: (1) a
Name Check, which requires a search of available records based
on a person’s name and social security number (SSN); and (2) a
Fingerprint Check, which searches available records based on the
person’s name and SSN plus a complete and legibly written FD-
258 Fingerprint Card.

4. If there is a “yes” response, the CDC must take the following
actions:

(A)  The CDC must obtain a complete understanding of the
reason(s) for the “yes” response and when necessary for
clarification, the CDC must obtain additional written
explanation from the Subject Individual to include the
following:

() Date of the offense(s) including month, day and
year. If the actual day is not known, include the
month and year.

(1)  City and state or the county and state where the
offense(s) occurred.

(1) The specific charge(s) (DUI, assault, forgery,
robbery etc.) AND the level of the charge (either a
misdemeanor or felony).

(IV) Disposition of the charge(s). This may include but
is not limited to the following:
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Any fines imposed,;

Any class or workshop to be attended:;

Any jail time served,;

If applicable, the terms of probation

(including evidence and dates of

successful conclusion of the probation);

or
5. Any other court conditions (such as
registration as a sex offender).

(V)  Assuming the court’s conditions have been met, the
applicant should state that all conditions of the court
have been satisfied in his explanation and provide
court documents evidencing that these conditions
were met.

(VI) The borrower’s dated signature on the explanation.

HPwnh e

(B)  When an applicant discloses a felony arrest a Fingerprint
Check is required and a Fingerprint Card (FD 258) must be
completed. Local law enforcement agencies will usually
assist the individual with the fingerprinting. CDCs may
obtain the FD 258 from their local field office.

(C)  When an applicant discloses a past offense(s) that was
classified as a misdemeanor, the background check may
either be a Name Check or a Fingerprint Check.

(D)  Regardless of whether the past offense was a felony or
misdemeanor, the CDC must submit the complete 912
package to the SLPC before loan processing can proceed.
Copies of the documents are to be submitted to the SLPC.
The CDC must retain the originals in its loan file. SBA
recommends that the CDC submit the 912 package as soon
as possible.

(E)  The SLPC will send the complete 912 package to the
Office of Inspector General/Office of Security Operations
(OIG/OSO) at SBA Headquarters. When a 912 with a
“yes” response is forwarded to the O1G/OSO, CDC
personnel must not make any statement to anyone outside
the SBA about action being taken regarding the 912
information submitted. Exceptions are only permitted
when in compliance with the provisions of the Privacy Act.
(See SOP 40 04.)

5. Decisions Available to the SBA When Processing a 912 with a “yes”
response:
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(A) Clear the 912 to permit processing, approval and disbursement;

Effective Date: Auqust 1, 2008

)

(1)

(1)

(V)

V)

SBA will clear a positive 912 for processing and
waive the fingerprint requirement only when the
reason for the “yes” response meets the following
criteria:

1. A single minor (misdemeanor) offense or arrest;
OR

2. Up 3 minor offenses (arrests and/or convictions
at one time or separately), concluded more than 10
years prior to the date of the SBA application;

OR

3. A Prior Offense cleared by the Director, Office of
Financial Assistance (D/FA) or designee on a
previous application where no other offenses have
occurred since the previous application was cleared
by the D/FA or designee. This clearance is only
valid for six months from date of issuance.

NOTE: Only the D/FA or designee may authorize
the processing center or CDC to process and
subsequently disburse a loan when the Form 912 is
not cleared.

The SLPC cannot clear felony arrests or
convictions for loan processing.

When the SLPC receives the completed 912
package and decides to clear it for processing, it
will notify the CDC that the application has been
cleared for processing and will submit the 912
package to the OIG/OSO for a Name Check.

When the SLPC clears the 912 and the Name Check
corroborates the information on the 912, OIG/OSO
will advise the SLPC, which will then notify the
CDC.

When the Name Check results contradict the
disclosure on the 912, or the disclosed criminal
history raises a question about the character of the
individual, OIG/OSO will refer the matter to the
D/FA. If the loan was already processed and
approved, the CDC shall be notified of the adverse
change. If the loan has not been funded, the CDC
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will not be permitted to close the loan. If the loan
has been funded, the CDC must contact the
appropriate CLSC to determine the proper course of
action.

(V1) The D/FA or designee can overrule the clearance by
the SLPC in either situation.

(B) Place the processing of the application on hold for further
investigation;
0] The Subject Individual must submit a Form FD 258,
SBA Fingerprint Card and a fingerprint check must
be requested; or

) A character evaluation/name check must be
required.
(1 If additional criminal activity is revealed,

information pertaining to the additional criminal
activity will be provided to the D/FA or designee
who will notify the field office that an adverse
condition exists. The processing of the application
will remain on hold until the results of a Fingerprint
Check are received at which time the application
will either proceed or be declined.

(C) Decline the application because the information supplied on the
Subject Individual shows the offense is open and has not been
adjudicated or the Subject Individual is on probation or parole.

6. Expedited Processing of a 912 with a “yes” response.

Where a Subject Individual discloses an offense(s) classified as a
misdemeanor, the CDC has the option of submitting a completed
fingerprint card along with the 912, regardless of the type of offense
disclosed. When OIG/OSO receives a 912 package that includes a
fingerprint card, it will automatically request a Fingerprint Check from the
fingerprint section of the Federal Bureau of Investigation (FBI) even if the
offense(s) disclosed on the 912 is a misdemeanor. If OIG/OSO receives
the 912 without a fingerprint card, OIG/OSO will request an FBI Name
Check unless the offense indicated is a felony, in which case the Form 912
will be returned so that the fingerprint card can be completed. Itis
anticipated that a 912 submitted with a fingerprint card will produce a
more expeditious character determination.

7. 912 Decision Appeals
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SBA will consider a request submitted by a Subject Individual for
reconsideration of a determination of lack of good character. Factors that
contribute to a favorable reconsideration include: (1) additional
information provided by the Subject Individual that satisfactorily explains
the circumstances of the prior offense(s); (2) a statement from the Subject
Individual indicating that he or she understands the significance of the
previous offense(s); and/or (3) the passage of time between the date of the
prior offense(s) and the date of application, during which the Subject
Individual has not committed additional offenses and has generally led a
responsible life and made a contribution to the community.

The Subject Individual should send a written request for reconsideration
through the CDC to: Director, Office of Financial Assistance, U.S. Small
Business Administration, Office of Financial Assistance, 409 3rd Street,
SW, Suite 8300, Washington, DC 20416.

8. PCLP 912 Procedures.

If, in connection with a PCLP loan, a Subject Individual answers question
8 or 9 with “yes,” then that individual must go through a background
check and character determination unless the charge resulting in a “yes”
answer was a single misdemeanor that was subsequently dropped without
prosecution. (Documentation from the appropriate court or prosecutor’s
office must be attached to the SBA Form 912.) If the individual pleads
guilty to the charges or to lesser charges the background check and
character determination must be conducted. The application may be
processed using PCLP Procedures after the CDC has requested and
received written clearance of the character issue(s) from the SLPC.

To request clearance from the SLPC, the CDC must submit a cover letter
with the CDC’s contact information, a brief description of the business
along with SBA Form 912 and any required attachments.

9. Ifthe 912 is incomplete, it cannot be processed and will be returned to
the CDC. The CDC must submit a corrected 912 before processing
continues.

10. Reducing Ownership to Avoid Submitting Form 912

A Subject Individual may not reduce his or her ownership in a Small
Business Applicant for the purpose of avoiding completion of Form 912.
Anyone who would have been considered a Subject Individual within 6
months prior to the application must complete Form 912. The only
exception to the 6-month rule is when a Subject Individual completely
divests his or her interest prior to the date of application. Complete
divestiture includes divestiture of all ownership interest and severance of
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any relationship with the Small Business Applicant (and any associated
Eligible Passive Concern) in any capacity, including being an employee
(paid or unpaid).

(xv)  Equity Interest by CDC or Associates in Applicant Concern (13 CFR 120.110(0))

A CDC or any of its associates may not obtain an equity position, either directly
or indirectly, in the Small Business Applicant. The only exception is when the
associate of the CDC is a Small Business Investment Company (SBIC), in which
case the requirements of 13 CFR 120.104 apply. See 13 CFR 120.140 for a list
of ethical requirements that apply to CDCs.

(xvi) Businesses Providing Prurient Sexual Material (13 CFR 120.110(p))

@ A business is not eligible for SBA assistance if:

1. It presents live or recorded performances of a prurient sexual
nature; or
2. It derives more than 5% of its gross revenue, directly or indirectly,

through the sale of products, services or the presentation of any
depictions or displays of a prurient sexual nature.

(b) By law SBA must consider the public interest in granting or denying
financial assistance. The SBA has determined that financing lawful
activities of a prurient sexual nature is not in the public interest. The CDC
must consider whether the nature and extent of the sexual component
causes it, in view of community standards, to be prurient.

(xvii) Prior Loss to the Government (13 CFR 120.110(q))

@) Unless waived by SBA for good cause, SBA cannot provide assistance to
a Small Business Applicant:

1. that has previously defaulted on a Federal loan or Federally
assisted financing, resulting in a loss to the Federal government; or

2. owned or controlled by a business or any of its Associates which
previously owned, operated, or controlled a business which
defaulted on a Federal loan (or guaranteed a loan which defaulted)
and caused the Federal government to sustain a loss.

(b) A compromise agreement shall also be considered a loss.
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(c) “Federal loan or Federally assisted financing” includes any loan made
directly or guaranteed/insured by any Federal agency, any unreimbursed
advance payments under 8(a) or similar programs operated by any Federal
agency, federally-backed student loans and disaster loans (excluding any
amount forgiven as a condition of the loan at the time of origination).

(d) “Loss” means the dollar amount of any deficiency which has been
incurred and recognized by a Federal agency after it has concluded its
write-off and/or close-out procedures for the particular account.

(e) The procedures for obtaining a waiver of this regulation.

1. The D/FA or designee has the authority to waive the application of
this regulation when it can be shown that there is “good cause.”
When there are compelling circumstances, the CDC shall send a
written request for a waiver to the SBA office processing the loan.
The processing office will forward the request to SBA
Headquarters for a final decision.

2. The CDC must explain:

(A)  the circumstances surrounding the prior loss and the
relationship of the applicant to the entity causing the loss;
and

(B)  the connection between the individuals associated with the
prior loss and the individuals requesting the new assistance.

U] This rule applies to:
1. The Small Business Applicant;

2. Any business in which a principal of the Small Business Applicant
was also a principal in the entity that caused the loss; or

3. Any business controlled by the same person(s) who controlled the
entity that caused the loss.

(9) “Principal” means any person who has at least a 20% ownership interest in
a business concern, whether direct or indirect.

(h) Unpaid/delinquent taxes are not covered under the prior loss rule.
Q) The loss which Federal Deposit Insurance Corporation (FDIC) incurs

when they sell a loan off for a discount is not covered by the prior loss
rule.
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() If the debt is fully satisfied, the application can be processed without a
waiver from the D/FA

(xviii) Businesses primarily engaged in political or lobbying activities
(13 CFR 120.110(r))

A Small Business Applicant that derives over 50 percent of its gross annual
revenue from political or lobbying activities is not eligible.

(xix) Speculation (13 CFR 120.110(s))
@) Speculative businesses are not eligible. This prohibits loans to a Small
Business Applicant for

1. the sole purpose of purchasing and holding an item until the
market price increases; or
2. engaging in a risky business for the chance of an unusually large

profit.
(b) Speculative businesses include:

1. Wildcatting in oil;

2. Dealing in stocks, bonds, commodity futures, and other financial
instruments;

3. Mining gold or silver in other than established fields; and

4. Building homes for future sale.

Note: Construction of homes for future sale with no sales contract in
place (spec homes) is eligible under the Builder’s CAPLine program.
13 CFR 120.391

(© Non-speculative businesses which are eligible include:

1. A business, such as a grain elevator, that uses a commaodity
contract to lock in a price;

2. A farmer who uses a commaodity contract to lock in the sale price
of his or her harvest;

3. A business engaged in drilling for oil in established fields; and

4. A business engaged in building a home under contract with an
identified purchaser.
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e. BUSINESSES OWNED BY NON-US CITIZENS

SBA can provide financial assistance to businesses that are at least 51% owned
and controlled by persons who are not citizens of the US provided the persons are
lawfully in the US. The processing procedures and the terms and conditions will
vary, depending upon the status of the owners assigned by the United States
Citizenship and Immigration Services (USCIS).

SBA requires all CDCs, to comply with the requirements of the Joint Final Rule
on Customer Identification Programs issued by the U.S. Department of the
Treasury and various other federal agencies. The Joint Final Rule is found at 31
CFR 103.121. SBA does not expect CDCs to duplicate the procedures of the
Third Party Lender if the Third Party Lender is regulated by a Federal functional
regulator (as defined in 31 CFR 103.120(a)(2)) and submits annual certifications
to the CDC that it (the Third Party Lender or its agent) will comply with the CIP
requirements of 31 CFR 103.121 with respect to all third-party financings of 504
loans. Under these circumstances, it is acceptable to SBA if a CDC’s CIP states
that the CDC will rely on the Third Party Lender to verify the identity of the SBA
customer. The CDC has the option of performing its own verification of the
identity of the SBA customer even if a Third Party Lender has already complied
with 31 CFR 103.121.

1) Businesses owned by Naturalized Citizens are eligible and the naturalized
citizens are not subject to any special restrictions or requirements. If an
individual’s SBA Form 912 reflects that he or she is a citizen, no further
verification is required.

2 Businesses owned by Legal Permanent Residents (LPRs) are eligible.
Legal Permanent Residents (LPR) are persons who may live and work in
the U.S. for life unless their status is revoked through an administrative
hearing.

(1) The USCIS Form 1-551 (551) is evidence of LPR status. USCIS
has two versions of the 551:

€)) Resident Alien Card; and

(b) Permanent Resident Card. (This is the most recent version.)
(i) USCIS requires replacement of the 551 every 10 years to update

the photograph and security measures. Replacements may also be

necessary if the 551 is lost, the individual changes name, etc.

Replacement of the 551 may take more than a year. LPR status is
not in jeopardy merely because the 551 document lapses.
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Acceptable forms of evidence when the 551 has been submitted to
USCIS for replacement or has an expired date include the
following:

@) A temporary stamp by USCIS on the individual’s passport
that says “Processed for 1-551 — Temporary Evidence of
Lawful Permanent Residence;”

(b) USCIS Form 1-327, “Re-entry Permit,” issued to LPRs in
lieu of a visa, which is valid for only 2 years;

(© USCIS Form 1-797, “Notice of Action,” a receipt issued to
an alien when the 551 is lost or surrendered for renewal or
changes (e.g., a name change because of marriage or
divorce).

(d) SBA requires that the 551 or an acceptable substitute must
be current at the time it is submitted with an application or
it will be returned and not processed.

3) Businesses owned by the following persons may be eligible:

Q) Non-immigrant aliens residing in the US. Non-immigrant
(documented) aliens are persons who are admitted to the U.S. for a
specific purpose(s) and for a temporary period of time with a
current/valid United States Customs and Immigration Service
(USCIS) document, such as a visa.

(@) They must have current/valid USCIS documentation
permitting them to reside in the U.S. legally; and
(b) The documentation/status of each alien must be verified
with USCIS.
(i) Asylees and refugees (persons who receive temporary refuge in the
United States) with LPR status.

4) Businesses owned by aliens who are subject to the Immigration Reform and
Control Act of 1986 (IRCA) might be eligible under limited circumstances.

Q) IRCA vests USCIS with the authority to grant illegal aliens lawful
temporary resident status. IRCA prohibits financial assistance to
businesses owned 20 percent or more by such individuals for a period of 5
years after USCIS grants lawful temporary resident status.

(i) This disqualification does not apply to Cuban or Haitian entrants or alien

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

(iii)  All applicants self-certify that they are eligible under IRCA by signing
SBA Form 4 or SBA Form 1919, which includes the “Statements
Required by Law and Executive Orders.” This includes a certification that
IRCA does not apply to them.

(5) Documentation to evidence and verify an alien principal’s status.
At time of application:

Q) SBA Form 912, “Statement of Personal History,” requires that
aliens provide their alien registration number.

(i)  CDCs must obtain a copy of the individual’s USCIS
documentation and maintain in the loan file.

(ili)  The CDC submits an USCIS Form G-845 (845), “Document
Verification Request,” with supporting information to the nearest
USCIS office.

(iv)  USCIS releases information about the status of an alien to CDCs or
other non-governmental entities ONLY when a signed and dated
authorization from the alien is attached to and submitted with the
845 on that alien providing name, address and date of birth.

(a) USCIS accepts either of the following authorization statements:

1. I authorize the U.S. Customs and Immigration Service to release
information regarding my immigration status to [name of CDC]
because I am applying for a U.S. Small Business
Administration loan.

2. | authorize the U.S. Customs and Immigration Service to release
alien verification information about me to [name of CDC] because
I am applying for a U.S. Small Business Administration loan.

(b) USCIS requires a “wet” signature on all Freedom of
Information Act requests. Therefore, the Form G845 and the
statement authorizing USCIS to release the status information to
the CDC should never be faxed to an office.

(c) The authorization statement must not be on SBA or CDC
stationery.

(V) CDCs must receive USCIS verification prior to loan approval.
(6) Businesses owned by Foreign Nationals or Foreign Entities may be eligible.

Businesses listed in Appendix 1 of the SOP “Restrictions on Foreign Controlled
Enterprises,” that are owned and managed by Foreign Nationals, Foreign Entities
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or Non-Immigrant Aliens are not eligible. If a business is not listed in Appendix
1 it may be eligible.

@) Additional requirements for eligibility of businesses owned by non-citizens other
than LPRs:

@) The application must contain assurance that management is
expected to continue in place indefinitely and have U.S. citizenship
or verified LPR status.

1. Management must have operated the business for at least 1
year prior to the application date. (This requirement
prevents financial assistance to “start-up” businesses owned
by aliens who do not have LPR status.)

2. The personal guaranty of management must be considered
as a loan condition and if not required, the decision must be
explained in the loan file.

(b) The applicant must pledge collateral within the jurisdiction of the
U.S. sufficient to pay the loan in full at any time during its life. If
the small business applicant owned by foreign nationals, foreign
entities or non-immigrant aliens residing in the US does not have
sufficient collateral, the applicant is not eligible for a guaranteed
loan.

(© In order for a business not to be subject to these additional
requirements, it must be at least 51 percent owned by individuals
who are U.S. citizens and/or who have LPR Status from USCIS
and control the management and daily operations of the business.
This can only be waived by the D/FA or designee.

f. THE ELIGIBLE PASSIVE COMPANY RULE
The Eligible Passive Company (EPC) rule is an exception to SBA regulations which
prohibit financing assets which are held for their passive income. Because the EPC rule

is an exception, it is interpreted strictly.

1) Conditions necessary to qualify as an EPC. 13 CFR 120.111

Q) Under SBA regulations, an EPC can take any legal form or ownership
structure. A tenancy in common is a form of legal ownership and does not
create a new or separate legal entity. If authorized by state law, legal
entities can be a tenant in common with individuals.

@) There may be several individuals or entities in a tenancy in
common, but the tenancy in common is considered 1 EPC.

Effective Date: Auqust 1, 2008 270


http://ecfr.gpoaccess.gov/cgi/t/text/text-idx?c=ecfr&sid=8ec17a9cb9a22971099e2f19c46cc5b7&rgn=div8&view=text&node=13:1.0.1.1.14.1.188.8&idno=13�

SOP 50 10 (5)
(b) The loan documents must be signed by all of the members of the
tenancy in common, with authorized individuals signing for the
entity members.

(i)  An EPC must use loan proceeds to acquire or lease, and/or improve or
renovate real or personal property (including eligible refinancing) that it
leases to one or more Operating Companies (OC) for conducting the OC’s
business.

2 Conditions that apply to all legal entities:
Q) The OC must be an eligible small business; and

(i) The proposed use of proceeds must be an eligible use as if the OC were
obtaining the financing directly;

(iii)  The EPC (with the exception of a trust) and the OCs each must be small
under the appropriate size standard of 13 CFR Part 121.

(iv)  The EPC must lease the project property directly to the OC and:
@ The lease must be in writing;

(b) The lease must be subordinated to the SBA’s mortgage, trust deed
lien, or security interest on the property;

(©) The lease must have a term, including options to renew exercisable
solely by the OC, at least equal to the term of the loan;

(d) The EPC (as landlord) must furnish as collateral for the loan an
assignment of all rents paid under the lease. An assignment of the
lease is only required when necessary to perfect the assignment of
rents or to enable CDC to exercise the tenant’s rights upon default;

(e) The rent or lease payments cannot exceed the amount necessary to
make the loan payment to the CDC and Third Party Lender, and an
additional amount to cover the EPC’s expenses of holding the
property, such as maintenance, insurance and property taxes; and

()] The OC must lease 100% of the property from the EPC, but it can
sublease a portion of the property under the rules governing
occupancy requirements with which all SBA borrowers must
comply.

(V) The OC must be a guarantor or a co-borrower on the loan. The OC must
be a co-borrower if it receives any loan proceeds.
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(vi)  Each holder of an ownership interest constituting at least 20% of either the
EPC or the OC must:

(@) guarantee the loan (if the holder is a trust, then the Trustee shall
execute the guarantee on behalf of any trust); and

(b) must comply with the Utilization of Personal Resources Rule. See
Paragraph 3.c.(7)-(11) of this Chapter.

3) Conditions that apply to trusts.
Q) The eligibility status of the Trustor will determine trust eligibility.

(i) All donors to the trust will be deemed to have Trustor status for eligibility
purposes.

(ili)  The Trustee must warrant and certify that the trust will not be revoked or
substantially amended for the term of the loan without the prior written
consent of SBA.

(iv)  The Trustor must guarantee the loan.

@) If an Employee Stock Ownership Plan trust agreement prohibits it
from being a guarantor or co-borrower, then it cannot use the EPC
form of borrowing.

(b) Beneficiaries usually do not have any control over the actions of
the trust and, therefore, do not have to meet the guaranty and
personal resource requirements.

(v) The Trustee shall certify in writing to SBA that:

@ The Trustee has authority to act;

(b) The trust has authority to borrow funds, pledge trust assets, and
lease the property to the OC;

(©) The Trustee has provided accurate, pertinent language from the
trust agreement confirming the above; and

(d) The Trustee has provided and will continue to provide SBA with a
true and complete list of all trustors and donors.

(vi)  The trust itself does not have to be small by SBA size standards.
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4) Size Determinations under the EPC rule

Q) If the EPC and the OC are affiliated the two companies are combined for
determining size.

@ If there is only one OC, use the OC’s code.

(b) If there are multiple, unaffiliated OCs, use the NAICS code of the
OC that derives the most revenue. Note: Each OC must be small
based on its own NAICS Code.

(© If the multiple OCs are affiliated, then use the rules detailed in 13
CFR 121.107 (13 CFR 121.107) for determining the primary
industry of affiliated businesses. The NAICS code of the primary
industry of the OCs shall be the identifying NAICS code.

(i) If the EPC and the OC are not affiliated, each entity must be small. 13
CFR 121.301(b)

(ili)  The existence of a lease between the EPC and the OC does not, in and of
itself, create an affiliation, even if the EPC and OC are co-borrowers.

(iv)  AnEPC (including a trust) may engage in a business activity other than
leasing the property to the OC.

(5) Multiple OCs can be separately owned.

(6) Multiple EPCs in one transaction are not permitted. (See discussion above on
tenancy in common.)

(7 When sending data to SBA, use the same NAICS Code that was used to
determine size for the Small Business Applicant.

(8) Submission of Financial Statements by the EPC and the OC

Q) Both the EPC and each OC must submit Financial Statements. The OC’s
statements are subject to tax verification.

(i) The regular requirement for an Aging of receivables and payables is
waived for EPCs.
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g. SPECIAL REQUIREMENTS FOR LOANS WHERE COLLATERAL MAY BE
INCLUDED IN THE NATIONAL REGISTER OF HISTORIC PLACES

If a loan will in any way affect properties included or eligible to be included in the
National Register of Historic Places, lender must consult with local SBA counsel for

further guidance.

h. 504 PROGRAM-SPECIFIC ELIGIBILITY FACTORS

(1)  Economic Development Objectives of a 504 Project 13 CFR 120.860 and

120.861

Q) Job Creation or Retention

(@)

(b)
(©)

(d)

At least 1 job for every $50,000 of project debenture ($100,000 for
Small Manufacturers).

Job Opportunity is defined in chapter 1 of this Subpart.

A Job Opportunity does not have to be at the project facility, but
75% of the jobs must be in the community where the project is
located.

Job Retention may only be used if the CDC can reasonably show
that jobs would be lost to the community if the project was not
done.

(i) Or meet one of 14 community development or public policy goals found
in 13 CFR 120.862

(a)

If any of the following community development or public policy
goals is met, then the applicant is eligible even if it does not meet
the job creation or job retention requirements provided the CDC
meets its required Job Opportunity average:

1. Improving, diversifying or stabilizing the economy of the
locality;

2. Stimulating other business development;

3. Bringing new income into the community;

4. Assisting manufacturing firms (NAICS Codes 31-33)

a. Will qualify for $4,000,000 debenture if it meets one
of the community development or public policy
goals; and

b. Creates or retains 1 Job Opportunity per $100,000 in
2 years.

c. Job creation for Small Manufacturers cannot be
waived.
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5. Assisting businesses in Labor Surplus Areas, as defined by
the Department of Labor.

(b) If any of the following public policy goals are met, then the
applicant can qualify for a larger debenture amount (up to
$2,000,000 Section 502(2)(A)(ii) of the SBI Act):

1. Business District Revitalization;

2. Expansion of Exports;

3. Expansion of Minority Business Development (13 CFR
124.103(b));

4. Rural Development;

5. Enhanced Economic Competition;

6. Restructuring Because of Federally Mandated Standards or
Policies;

7. Changes Necessitated by Federal Budget Cutbacks;

8. Veteran Owned (51% or more) and Controlled (as defined in
83(q) of the Small Business Act (15 USC 632(q)); or

9. Woman Owned (51% or more) and Controlled.

(©) The CDC must have a job opportunity average of 1 Job

Opportunity created or retained for every:

1. $50,000; or

2. $75,000 for Projects located in Special Geographic Areas
(Alaska, Hawaii, State-designated enterprise zones,
empowerment zones, enterprise communities, and labor
surplus areas).

3. Loans to Small Manufacturers are excluded from this
average.

(d) If the project cannot meet any of these guidelines then the amount
of the debenture must be reduced to meet the job creation or
retention requirement.

(2) Basic Eligibility Requirements for 504

To be an eligible Borrower for a 504 loan 13 CFR 120.880:

Q) The Small Business Applicant must use the Project Property (except that
an EPC may lease to an OC); and
(i) Meet the size requirements set out in paragraph 3.b. of this Chapter.

(3) Ineligible 504 Projects 13 CFR 120.881

Q) Relocation out of a Community — A Project cannot be approved under the
504 program, if the Project involves the relocation of a business out of a
community and will either have a net reduction of one-third of its jobs or
cause a substantial increase in unemployment in any area of the country.
An exception may be allowed if the CDC can justify the relocation as
outlined in 120.881(a)(1) and (2).
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(i) Projects in foreign countries

4) Eligible and Ineligible Project Costs

(1) ELIGIBLE PROJECT COSTS 13 CFR 120.882

(@)

(b)

(©)

(d)

(€)

(f)
(9)

(h)
(i)

Land and Necessary Land Improvements -- (For example, grading,

new streets including curbs and gutters, parking lots, utilities and

landscaping.)

1. no matter how long the land has been owned,

2. the value of the land will only be counted at cost if it was
bought less than 2 years prior to the date of the application;

Short Term debt (“Bridge Financing”) on the Project land as long

as:

1. there is no building currently on the land; and

2. the financing is for a term of 3 years or less;

Building and Building Improvements -- Integral costs for

improvements to the building such as facade expenditures, heating,

electrical, plumbing and roofing costs;

Machinery and Equipment —

1. All costs associated with the purchase, transportation,
dismantling or installation of machinery and equipment;

2. The machinery and equipment has to have a useful life of at
least 10 years;

3. If the borrower owns equipment that is heavy or highly

calibrated (such as a large printing press) that must be
moved as an essential part of the Project then any special
moving costs (including dismantling and installation) may
be included in the project costs;

Expenditures within 9 months of the date of the application,
including land and buildings, and/or equipment, can be included
in the project costs and be reimbursed by the interim lender net
of the borrower’s equity contribution. Costs incurred prior to that
date may be included solely at the SBA’s discretion.

Furniture and Fixtures - If the dollar amount is minimal and will
not affect the weighted average maturity;

Professional Fees — Directly attributable and essential to the
Project with the exception of attorney’s fees incurred in closing
the Interim and Third Party Loans. Examples of project-related
costs that may be included in this section are: title insurance,
title searches and abstract costs, surveys, zoning matters, and
certified copies of organizational documents.

Interim financing — Repayment of interim financing including
points, fees and interest; and

Contingency Fund - May not exceed 10 percent of the Project
construction costs:
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1. If the residual contingency amount does not exceed 2% of
the debenture just prior to closing, it may be refunded to the
small business at the time the debenture is funded.
2. If the contingency residual is in excess of 2%, the
debenture has to be reduced by the excess amount.

(5) Eligible Administrative Costs 13 CFR 120.883

The administrative costs set out in 13 CFR 120.883 are not part of the Project
costs but are added to the Net Debenture to calculate the Gross Debenture
amount. Examples of borrower’s out-of-pocket costs include:

Q) Settlement agent’s fees;

(i) Overnight delivery, postage and messenger services;

(iii)  Certifications required by SBA (such as earthquake, flood, IRS,
Certificate of Occupancy, and certificate of completion); and

(iv)  Copying costs attributable to the above.

(6) Ineligible Costs for 504 Loans

Any costs not directly attributable to or necessary for the Project may not be paid
with proceeds of the 504 loan. Examples can be found in 13 CFR 120.884.

(7) Debt Refinancing 13 CFR 120.922

Pre-existing debt is not an eligible project cost. The Third Party Loan may
include consolidation of existing debt so long as it does not improve the Third
Party Lender’s lien position on the existing debt, unless the debt is a previous
Third Party Loan.

(8) Leasing
Q) Leasing policies specific to 504 loans

€)) The borrower may use 504 loan proceeds to acquire or build a
building or install machinery or equipment on leased land. There
are specific requirements which must be followed in this case and
they may be found at 13 CFR 120.870.

(b) The CDC must not subsidize the project by charging an amount
less than enough to pay their costs for the project.

(© The borrower may not use 504 loan proceeds for interior tenant
improvements and such improvements may not secure the Third
Party Loan. 13 CFR 120.871(a)

(i) Leasing part of a building acquired with loan proceeds 13 CFR 120.131
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@ Amount of rentable property that can be leased:

1. For an existing building, a small business must occupy 51%
of the rentable property and may lease up to 49%; and
2. For new construction, a small business must occupy 60% of

the rentable property, may lease long term up to 20% and
temporarily lease an additional 20% with the intention of
using some of the additional 20% within three years and all
of it within 10 years. 13 CFER 120.870(b)

3. An EPC must lease 100% of the rentable property to an
OC. The OC must follow (a) and (b) above.

4. Circumstances may justify allowing the SBC a period of
time after closing of the SBA loan to comply with the
above occupancy requirements. For example, a pre-
existing lease may have a few more months to run. In no
case may the small business have more than 1 year to meet
occupancy requirements.

(b) “Rentable Property” is the total square footage of all buildings or
facilities used for business operations (13 CFR 120.10) excluding
vertical penetrations (stairways, elevators, and mechanical areas
that are designed to transfer people or services vertically between
floors), and including common areas (lobbies, passageways,
vestibules, and bathrooms). Rentable property excludes all outside
areas.

(©) Only the D/FA or designee can classify outside areas as usable
square footage or common area. All requests for an exception to
this policy must be referred to the Director, Loan Programs
Division (D/LPD).

9) Change of Ownership Projects

Q) Loan proceeds may be used to acquire long term fixed assets in
conjunction with a change of ownership as long as either:

@ Jobs will be retained because of the change of ownership (there has
to be a reasonable demonstration that the jobs would be lost
without the change of ownership); or

(b) The Project meets one of the community development or public
policy goals.

(i) Loan proceeds must not be used to purchase stock.
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CHAPTER 3
COLLATERAL, APPRAISALS AND ENVIRONMENTAL POLICIES
1. COLLATERAL

a. SBA’s 504 Collateral Policy 13 CFR 120.934

SBA usually takes a 2™ lien position on Project Property.
b. Adequacy of Collateral

(1) SBA’s 2" lien position will be considered adequate when the applicant meets all
of the following criteria:

(i) Strong, consistent cash flow that is sufficient to cover the debt;

(it) Demonstrated, proven management;

(iii) The applicant business has been in operation for more than 2 years; and

(iv) The proposed Project is a logical extension of the applicant’s current operations.

(2) If one or more of the above factors is not met, additional collateral and/or
increased equity contributions may be required.

(3) Because leasehold improvements provide minimal collateral value, the CDC must
consider requiring additional collateral.

c. Third Party Loan

(1) The Third Party Lender usually has a 1% lien on the Project Property, and SBA
cannot guarantee these loans. (13 CFR 120.920)

(2)When the Third Party Lender is the property seller, the Third Party Loan must be
subordinate to the 504 loan except under the following circumstances (13 CFR
120.923):
Q) The borrower assumes an existing note as part of the total financing;
(i)  The FDIC has carry-back financing; or
(ili)  The property is classified as “Other Real Estate Owned” (OREO), by a
national bank, a State-chartered, or other federally regulated lender and the
property is of sufficient value to support the 504 loan.

(3) Loans made from proceeds of a tax-exempt obligation must be subordinate to the
504 loan.

(4) The borrower must not prepay any subordinate financing without SBA’s prior
written consent.

d. Mixed-Use Collateral
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When one 504 debenture finances both real estate and significant short term assets, such
as machinery and equipment and furniture and fixtures, the CDC should consider the
following:
(1) Taking, along with the Third Party Lender, lien positions based upon proportional
shares in the financing of the Project;
(2) Taking a 1* lien position on the short term assets. SBA requires at least a 2™ lien
position;
(3) Requiring additional equity or collateral; or
(4) Removing the short term assets from the Project and have them financed by
another source.

e. Guaranties

(1) Personal Guaranties: Individuals who own 20% or more of a Small Business
Applicant must provide an unlimited full personal guaranty. SBA/CDC may
require other individuals to guarantee the loan as well. (13 CFR 120.160(a)) The
guaranty by owners of less than 20% may be limited or full. If a limited
guarantee is used, CDC must choose one of the payment limitation options in
SBA Form 148L (Unconditional Limited Guarantee) and specify the option in the
Authorization.

Q) CDC must obtain a personal financial statement from all individuals
guaranteeing the loan.

(i)  Guaranty may be secured or unsecured but must meet SBA’s collateral
requirements. If the loan is not fully collateralized by business assets,
available personal assets must be pledged to secure the guaranty.

(ili)  Guaranty of Spouse:

(a) Each spouse owning 5% or more of a Small Business Applicant must
personally guarantee the loan in full when the combined ownership
interest of both spouses is 20% or more.

(b) For a non-owner spouse, CDC must require the signature of the spouse
on the appropriate collateral documents. The spouse's guaranty
secured by jointly held collateral will be limited to the spouse’s interest
in the collateral.

(2) Corporate/Other Guaranties: All entities that own 20% or more of a Small Business
Applicant must provide an unlimited full guaranty. SBA/CDC may require other
entities to guarantee the loan as well. Financial statements are necessary to determine
the assets available to support the guaranty.

(3) Employee Stock Ownership Plans (ESOPs) and 401(k) Accounts: When an ESOP or
401(k) owns 20% or more of a Small Business Applicant, SBA will not require these
accounts to guarantee the loan, however, the following conditions apply:
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Q) The beneficiary(ies) of the ESOP or 401(k) must provide his or her full
unconditional personal guaranty regardless of the individual ownership
interest in the applicant concern. This guaranty must be a secured
guaranty if required by SBA’s existing collateral policies.

(i) The members of the ESOP are not required to personally guarantee the
debt, but all owners of the Small Business Applicant who hold an
ownership interest of 20% or more outside the ESOP are subject to SBA’s
personal guaranty requirements.

(iii)  The borrower cannot be an eligible passive company (EPC). 13 CFR
120.111(a)(6) (SBA regulations require all 20 percent or more owners of
an EPC to guarantee the loan and the regulation does not provide for an
exception.)

2. APPRAISAL REQUIREMENTS

The regulations governing appraisal requirements are set forth at 13 CFR 120.160(b).

a. Commercial Real Estate
(1) SBA requires a real estate appraisal if the estimated value of the Project Property is:

(i) greater than $250,000; or
(i) $250,000 or less, if such appraisal is necessary for appropriate evaluation of
creditworthiness.

(2) The appraiser must be:

(i) independent and have no appearance of a conflict of interest (such as a direct or
indirect financial or other interest in the property or transaction); and

(i1) either State-licensed or State-certified with the following exception: when the
Project Property’s estimated value is over $1,000,000, the appraiser must be State-
certified.

(3) The appraisal report must be prepared in compliance with Uniform Standards of
Professional Appraisal Practice (USPAP) and use one of the following options:

(i) a self-contained appraisal report; or

(if) a summary appraisal report.

(4) In order for the appraiser to identify the scope of work appropriately, the appraisal
report must be requested by and prepared for the CDC. It is acceptable to SBA if the
appraisal is addressed to both the Third Party Lender and the CDC or SBA. If there is
an existing appraisal and it is not addressed to the CDC or SBA, the CDC should
contact the appraiser to determine if the appraisal can be extended to the CDC or SBA.
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If not, the CDC must obtain a new appraisal or a review of the existing appraisal. The
cost may be passed on to the borrower.

(5) When the collateral will be new construction or involve substantial renovation of an
existing building, the appraisal must estimate what the market value will be at
completion of construction. After construction is completed, lender must obtain a
certification from the appraiser that construction was completed according to plans
and specifications.

(6) When the collateral is an existing building that does not require construction, the
appraiser should estimate market value on an as-is basis. If the appraiser estimates
the value other than on an as-is basis, the narrative must include an explanation of
why the as-is basis was not used.

(7) If the appraisal engagement letter asks the appraiser for a business enterprise or going
concern value, the appraiser must allocate separate values to the individual
components of the transaction including land, building, equipment and business
(“blue sky). When the collateral is a special purpose property, the appraiser must be
experienced in the particular industry.

(8) An appraisal must be submitted and approved by SLPC prior to closing. If the
appraisal comes in:

Q) at 90 percent or more of the estimated value, the CDC may close the loan
but must include a written explanation in the loan file if the appraisal is
less than the estimated value; or

(i) atless than 90 percent of estimated value, the debenture must be reduced
or the CDC must secure additional collateral or additional investment from
the borrower and/or guarantors that will be added to the required
Borrower’s Equity Contribution and will be sufficient to address the gap
in value.

b. Non-commercial real estate or real estate securing a personal guaranty
SBA has no specific requirements for non-commercial real estate (such as a residence)
or real estate (commercial or non-commercial) taken as collateral to secure a personal
guaranty.
3. ENVIRONMENTAL POLICIES AND PROCEDURES
These environmental policies and procedures apply to all 504 loans.

a. Definitions

Terms that are capitalized in this paragraph are defined in the “Definitions”
section in Appendix 2.

b. The Risks of Environmental Contamination include:
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(1) The costs of Remediation could impair the borrower’s ability to repay the loan
and/or continue to operate the business;

(2) The value and marketability of the Property could be diminished. If the
borrower defaults, CDC or SBA might have to abandon the Property to avoid
liability or accept a reduced price for the Property;

(3) CDC or SBA could be liable for environmental clean-up costs and third-party
damage claims arising from Contamination if title to contaminated Property is
taken as a result of foreclosure proceedings and/or CDC or SBA exercises
operational control at the Property; and

(4) If a Governmental Entity cleans a site, it may be able to file a lien for recovery
of its costs which may be superior to SBA'’s lien.

C. Environmental Investigations

SBA requires an Environmental Investigation of all commercial Property upon
which a security interest such as a mortgage, deed of trust, or leasehold deed of
trust is offered as security for a loan or debenture. The type and depth of an
Environmental Investigation to be performed varies with the risks of
Contamination. This paragraph provides minimum standards. Prudent lending
practices may dictate additional Environmental Investigations or safeguards.

d. Submission of Environmental Investigation Reports

The CDC (except on PCLP loans) must submit the Environmental Investigation
Report to the SBA Center processing the application. All Transaction Screens,
Phase | and Phase Il ESAs must be performed by an Environmental Professional
and be accompanied by the Reliance Letter in Appendix 3.

e. The Steps of an Environmental Investigation

NAICS Codes. For all Property except units in a multi-unit building, CDC must
begin by making a Good Faith effort to determine the NAICS code(s) for the
Property’s current and known prior uses and compare the NAICS code(s) to the
list of environmentally sensitive industries in Appendix 4. For units in a multi-
unit building, Lender may proceed directly to paragraphs (2)(i) and (ii) below.

1) If there is a NAICS code match to an environmentally sensitive industry
identified in Appendix 4, the Environmental Investigation must begin with
a Phase I, regardless of the amount of the loan.

. If the NAICS code begins with 447 (gas stations with or without
convenience stores), CDC must comply with “Requirements
Pertaining to Gas Station Loans” in Appendix 5.
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2) If there is not a NAICS code match to an environmentally sensitive
industry, the CDC must proceed as follows:

(i) If the loan amount is up to and including $150,000, the
Environmental Investigation may begin with an Environmental
Questionnaire.

(i) If the loan amount is more than $150,000, the Environmental
Investigation must, at a minimum, begin with an Environmental
Questionnaire and Records Search with Risk Assessment.

Environmental Questionnaire Results. If the Environmental Questionnaire
reveals it is unlikely that there is environmental contamination At the site and that
no further investigation is warranted, CDC must submit the results of the
Environmental Investigation to SBA with recommendations and seek SBA’s
concurrence.

If at any time an Environmental Questionnaire reveals that further investigation is
warranted, CDC must obtain, at a minimum, a Transaction Screen.

Environmental Questionnaire & Records Search with Risk Assessment Results

1) If the Environmental Questionnaire reveals it is unlikely that there is
environmental contamination At the site and that no further investigation
is warranted, and the Records Search with Risk Assessment concludes that
the Property is a “low risk” for Contamination, CDC must submit the
results of the Environmental Investigation to SBA with recommendations
and seek SBA’s concurrence.

2 If the Records Search with Risk