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The SBA 7(a) Loan Program



What is the SBA 7(a) Program?

» SBA = U.S. Small Business Administration
» 7(a) program is the flagship loan guaranty program

» SBA does NOT lend money directly, Banks & Credit Unions lend
money and SBA provides a partial guaranty to the lender.

» Designed to support small business formation, growth, and
longevity/succession.

» Key takeaway for Brokers:

SBA reduces lender risk — more approvals — more buyers qualify!




Common Uses of SBA 7(a) Proceeds

v

Purchase a business or buyout partner(s)
Start a new business

» To purchase real estate, pay construction costs and soft costs of
the project

Pay for leasehold improvements

» To purchase machinery, equipment, furniture, fixtures and
inventory

Provide permanent working capital
Debt Refinance - including the refi of Seller Notes
» IMPORTANT NOTE: One loan will often combine several uses!
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SBA 7(a) Benefits

» Low to No Equity Injection Required

» Longer amortization than conventional business loans
which can improve cash flow

» Repayment can be based on projections/business plan
» Fully amortized loans up to 25 years, no balloon payments

» SBA will allow a collateral shortfall if all available
personal real estate assets have been pledged




Why SBA 7(a) Matters in Business Acquisitions

» Enables buyers with limited liquidity & limited collateral
the ability to access funding

» Allows higher leverage financing and longer repayment
period which helps preserve cash and improves cash flow

» Key takeaway for Brokers:

More qualified buyers = larger buyer pool = potentially higher price and higher
certainty of close!




/(a) Loan Parameters

Maximum 7(a) loan amount $5MM; Maximum Express loan amount $500,000

Purpose: Acquire real estate, refinance real estate, construction, leasehold
improvements, purchase FF&E, inventory, business acquisition, business
expansion, complete & partial partner buyouts, debt refinance and permanent
working capital

Term: 25-year straight amortization on real estate; 10 years on all other loan
types. M&E can be amortized longer based on useful life; If construction
involved, may have 12- month interest only period in addition to the maximum
allowed loan term; 7(a) loans with more than 50% of the proceeds funding
leasehold improvements can have a 11-year term - 12 months of interest only
followed by a 10-year amortization.

Equity Injection: SBA requires a minimum 10% equity injection on total project
costs for loans to start-up businesses and for changes in ownership. Expansions
may qualify for no equity injection.

Rate: SBA maximum is 3% over the prime rate, variable




Equity Injection Requirements

Typically a startup or acquisition will require 10% equity injection

Certain projects may qualify for lower down payment under certain
circumstances

Equity can include:
» Cash from buyer
» Seller’s note on full standby (no payments allowed)
» Rollover equity (partial partner buyout)

Higher Risk = Higher Equity

Business expansions where an existing business and same owners buy another
business with same NAICS code may qualify for zero down.




Collateral & Guarantees

SBA requires lenders to take 15t lien on the business assets and specific liens
on collateral valued >$5,000 (if applicable) a 1st lien mortgage on commercial
property being financed with SBA proceeds is also required

Personal guarantees are required for all 20%+ owners of the business

Lack of collateral does not automatically kill a deal BUT SBA requires that
borrowers pledge any/all available collateral - For many borrowers this means
lendable equity in their primary residence or other investment property

Any remaining collateral shortfall must be backstopped with life insurance

Key Takeaway - Collateral = approval requirement; repayment ability does!




/(a) Small Business Applicant

» Be an operating business (except for Eligible Passive Co)
» Be organized for profit

» Business must be located in the United States and 100%
owned by US Citizens

» Be a small business as defined by SBA under alternative
size standard: Tangible Net Worth less than $20MM AND
average net income after federal income taxes for 2 full
years preceding application may not exceed $6.5MM




Ineligible Businesses

Shopping centers, office suites, salon suites, ghost kitchens and similar models that generate
income by renting space to businesses that provide services directly to the public.

Apartment buildings and mobile home parks are not eligible

Residential facilities that are not licensed as nursing homes or ALF’s and do not provide
healthcare and/or medical services are not eligible

Businesses that lease land for installation of a cell phone tower, solar panels, billboards of
wind turbine are not eligible. But the business operating tower, panel, billboard or turbine is
eligible.

Businesses engaged in lending are not eligible - banks, life insurance, finance, investment
companies, check cashing business,

Applicant or Guarantor defaulted on a Federal loan or federally assisted financing are not
eligible. For example, student loan, VA Mortgage, Advance Payments under 8(a) or EIDL loans
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SOP = Baseline for Lenders

SBA SOP gives lenders minimum requirements - SBA lenders may have more
restrictive policies!




How does SBA define a Change of
Ownership?

» Stock purchase = always

» Asset purchase = when the applicant is purchasing all or substantially all the
assets of the seller’s business and is continuing the operations of the seller’s

business

Even if no value is allocated to goodwill or intangible assets, SBA may very well
determine that a transaction is deemed a “Change of Ownership” and will
require lenders meet the criteria in SOP.




How can business acquisitions be
structured under 7(a)?

» Complete Change of Ownership
» Incoming purchaser (individual or entity) purchasing 100% of an existing business.
» Can be structured as a stock or asset purchase.
» Pro-forma ownership = 100% new owner.

» Partial Change of Ownership - New Owner (previously not permitted!)

» New incoming purchaser (individual or entity) purchasing a portion of an existing business.
» Must be structured as a stock purchase.
» Pro-forma ownership = mix of new/previous owner.

» Complete Partner Buyout
» One or more current owners is purchasing 100% interest of other current owner
» Must be structured as a stock purchase.

» Pro-forma ownership = 100% owned by existing owners.




Who’s Guaranteeing?

» Complete Change of Ownership (100% new owners):
» Anyone with 20%+ ownership post-acquisition*
» Must drill down to direct ownership
» Partial Change of Ownership - New Owner
» Anyone with 20%+ ownership post-acquisition*
» Must drill down to direct ownership
» Any new owners who will gain 1%+ ownership must be a Co-Borrower (even if they are under 20%)
» Any selling owner who remains as a direct or indirect owner with less than 20% ownership post-acquisition
» Must be for full loan amount

> '(Ij'e;m lcn; the guaranty may be limited to 2 years after final loan disbursement (assuming loan is current with no
efault

» These guarantors are not required to pledge personal assets
» Complete Partner Buyout
» Anyone with 20% ownership post-acquisition*

» Must drill down to direct ownership

In all situations, if an individual is listed as the “Purchaser”, then they must be a co-
borrower on the loan request

*Spousal ownership is considered joint for purposes of determining guarantors. If spouses own 20% together, both must guarantee




What are some common pitfalls?

>

An owner who is fully selling their ownership in the business cannot remain in
the business in any capacity.

» If the individual is only reducing their ownership but will remain an owner, this
restriction does not apply.

» If transitional assistance is needed, they may contract with them under a
Consulting Agreement expiring no later than 12 months post-acquisition.

Earnouts = NO
Rebates = YES (proceeds should go to pay down the loan)

Post-Closing Adjustments (“true-ups”) = SBA SOP is silent, best practices are
to negotiate range in LOI/PA and nail down final numbers prior to closing if
possible. This is largely at the discretion of the Lender.

Lender must verify Seller’s tax returns via IRS Form 8821.




Common pitfalls, cont’d.

» Business Valuation should support the purchase price. SBA loan proceeds can
never exceed business valuation. If there is a difference and Buyer/Lender
still want to proceed, the excess must come in the form of subordinated debt

or additional cash equity.

» Level of business valuation required depends on the purchase price less appraised
value for fixed assets (i.e., equipment/real estate). Additional requirements apply
for special use properties (hotels, assisted living facilities, cold storage, mini

storage, etc.).

» Add-backs to calculate SDE must be clearly documented, customary, and
reasonable.

» Lenders cannot use a Business Valuation prepared for the Seller or Buyer.




Calculating Equity Injection

» Complete changes of ownership (non-expansions): 10% of total project costs.

» Up to ¥2 may come from Seller Note on full standby for life of the loan. If Seller willing
to provide more than Y2, two Notes with separate subordination agreements are
permitted.

» Partial changes of ownership: 10% of purchase price unless:
» Business BS for last FYE and current quarter reflects debt-to-worth ratio < 9:1

» If unable to document item above: purchaser must contribute CASH of either 10% of
purchase price or sufficient cash to get the debt-to-worth ratio < 9:1 for current
quarter. Seller notes cannot be used for this.

» Complete partner buyouts: 10% of purchase price unless:

» The remaining owner certifies they have been active in business and held same or
increasing ownership for at least 24 months; and

» Business BS for last FYE and current quarter reflects debt-to-worth ratio < 9:1

» If unable to document two items above: purchaser must contribute CASH of either 10%
of purchase price or sufficient cash to get the debt-to-worth ratio < 9:1 for current
quarter. Seller notes cannot be used for this.




Referral Fees

» SBA permits Referral Agents to be employed and compensated by either an
Applicant or a Lender, but not both.

» Regardless of who compensated the Referral Agent, the name, of the
customer and all fees charged in connection with the SBA loan transaction
must be disclosed to Borrower via SBA Form 159.
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