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TO:
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CONTROL NO.:
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SUBJECT:
Loans to Finance Changes of Ownership
EFFECTIVE:
8-3-2000

SBA has learned that some applications for SBA-guaranteed loans to finance a "change of ownership" may have contained erroneous financial information.  The Agency is concerned with: overstated valuations of the businesses being purchased; overstated valuations of the collateral being offered; and/or incorrect depiction of the business’s historical cash flows.  When these circumstances were found to exist, the applicants were generally convenience stores and the applications were prepared by loan packagers.    

Change in Policy and Procedures

The purpose of this Notice is to put into place temporary measures intended to limit lender and SBA risk from circumstances such as those described above.  In addition, SBA is requesting that lenders exert a high level of due diligence when reviewing any information submitted in connection with a loan application that has been prepared by a loan packager, particularly when that information is being used to support a change of ownership.

Effective immediately, lenders have two (2) options for processing an application for an SBA 7(a) loan guaranty where any portion the proceeds will be used to purchase an existing business:

1. Through the SBA district or branch office that has responsibility for the territory in which the business is located; or 

2. Through the lender’s authority to use any of the expedited processing procedures  (i.e, PLP, SBAExpress, and LowDoc) for such loans.  However, the lender will be held to a higher standard of due diligence care in its analysis of each case (see below).  In its review of both failed loans and compliance, SBA will review the case to ensure that the lender took the steps required below to consider whether denial of liability is appropriate.  

SBA will reconsider these options in 6 months.

For either of the above options, when considering applications where any portion of the loan proceeds will be used to finance a change of business ownership, lenders and SBA field staff must:  

a. Review and closely follow SBA policy and the procedures detailed in SOP 50 10(4),      “Processing Function,” Subpart B, Chapter 1, paragraph 3 titled “Restrictions on Change of Ownership Situation,” page 193 - 199.   Lenders and SBA staff  must pay particular attention to determine that:   


1)
The change of ownership is an arms-length transaction,

2)
The lender, or a qualified independent individual, determines the value of the small business, and 

3)
The loan file is well documented regarding the valuation and includes the substantiating analysis.  This is especially true if the valuation provided by a packager or other third party appears high for the type or place of business.  The lender may utilize the valuation methods recommended by SBA and discussed in the SOP to value the business being reviewed.

b. Obtain two (2) appraisals, including one requested directly by the lender if the business has been transferred within 36 months of the date of loan application

c. Verify the historical profit and loss statements of the business for the last 2 years.

d. Verify the last year’s income tax return from the business.

e. Exercise prudent lending practices to ensure that commercially reasonable steps are taken to limit risk of loss on the loan.

If any change of ownership loan sold into the secondary market defaults, the lender will be subject to an immediate PLP review.   If such review indicates that the requirements of this Notice were not adhered to in the remainder of the lender’s PLP portfolio, termination of PLP status may result.  This policy will be evaluated in 6 months.

OTHER ACTIONS

Lenders must ensure that agents provide SBA with a compensation agreement.

SBA believes that loan packagers provide valuable services to both lenders and borrowers.  We recognize that only a very small number of loan packagers abuse the trust and confidence afforded them by both borrowers and lenders.  However, in order to minimize the potential for abuse, it is critically important that SBA have accurate information regarding loans that are prepared by outside agents.  

Therefore, lenders must be reminded that the Code of Federal Regulations, 13 C.F.R. § 103.5, requires that every "Agent" or "Packager" (see definitions in 13 C.F.R. § 103.1) execute and provide to SBA a compensation agreement setting forth the compensation charged and services rendered to applicants or lenders in any matter involving SBA assistance.  Field offices must review lender compliance with these disclosure requirements at the time of loan purchase.  If it appears that a packager has been involved in the preparation of the application and the use of a packager was not disclosed, SBA expects the lenders to ask the applicant about the source of the application material.

Lenders and SBA field staff should review their existing SBA Portfolios to identify potentially problematic loans.
When considering requests for loan purchases, SBA staff should pay particular attention to loans that have defaulted within the first year after final disbursement.  They should be carefully reviewed to determine whether packager involvement in the application could have resulted in inaccurate information to support the loan request. Similar consideration should be given when handling routine servicing actions.  When it appears that irregularities may exist in the application or loan file, SBA staff should promptly refer the loan to the Office of the Inspector General (OIG).  In addition, SBA staff should encourage lenders to conduct similar reviews of their portfolios, and to refer any possible problems to the local SBA office and to the OIG.     

Lenders are required to perform the underwriting function for all SBA guaranty loans.
SBA has always taken the position that the responsibility for underwriting a request for financial assistance and determining the credit merits of any application rests with the participating lender, and not with the agent of such lender.  While SBA recognizes that a lender may contract with a third party to assist applicants in the preparation of loan documents and/or accept applications prepared by independent third parties, the ultimate responsibility for the underwriting continues to rest with the lender.  A participant is provided no authority to abdicate their underwriting responsibilities to an independent third party for any loan guaranteed by SBA. 
Questions regarding this notice should be directed to James Hammersley at (202) 205-7505.

_____________________________

Aida Alvarez


Administrator 

Expires: 8-1-2001
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