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The purpose of this Policy Notice is to clarify the intent and language as it appears in SOP 50-10-(4)(E) regarding the interpretation of the phrase “fully secured.”

Background

The SBA is a cash flow lender and does not routinely apply loan-to-value criteria in deciding whether to approve or decline loan guaranty requests.  However, under provisions of the Small Business Act, the lender must ensure that the borrower has pledged adequate collateral, both business and personal, to protect the interests of the Government.  If business assets do not fully secure the loan, personally-owned assets of the principals should be pledged.  Generally, commercial assets and investment properties are pledged first and then each principal’s primary residence.

When SOP Revision (4)(E) was issued, SBA was concerned that adequate collateral was not being pledged in some cases.  It has been brought to SBA’s attention that certain SOP language is being interpreted more strictly than was intended, causing hardship for some borrowers.  Therefore, SBA has developed criteria discussed below to determine the level at which additional collateral is not required.  

This guidance should not be interpreted as establishing a maximum amount of collateral that a lender may require.  Primary collateral is generally considered to be the existing business assets and/or assets financed with the SBA loan.  To the extent that secondary collateral is necessary, the lender/SBA loan processor must determine how much additional collateral is needed to fully secure the loan. 

Revised Policy

Effective immediately, the existing fourth paragraph on page 89 of SOP 50 10 (4)(E), Subpart A, Chapter 4, paragraph 1(h) is replaced with the following paragraphs:

A loan is considered “fully secured” if SBA has security interests in assets with a combined "collateral value” at the time of the loan application that equals the loan approval amount.  (See “collateral value” definition below.)  To restate, when a 100 percent Loan-to-Value (LTV) ratio is reached, additional collateral is not necessary and the loan is considered “fully secured.”  The lender/SBA may, however, take such additional collateral as it determines necessary for a particular loan.  

Except for loans where 100 percent of the proceeds are to be used for working capital, the first step in determining whether the 100 percent LTV ratio has been reached is to calculate the collateral value of the business’s fixed assets (real estate and machinery and equipment).  If the collateral value of these assets equals or exceeds 100 percent of the loan amount, no additional collateral is necessary.  

If the 100 percent LTV ratio cannot be achieved using the business’s fixed assets, the next step is to calculate the collateral value of the inventory, receivables, any other business assets, and any secondary collateral (e.g., personal residences or investment assets).  Such assets must be pledged until the 100 percent LTV ratio is reached.  As stated in paragraph (7) below, however, inventory and receivables generally offer little value at liquidation and pledging such assets may hurt the borrower’s ability to obtain short-term financing for seasonal needs.

The exception to this policy is loans where the use of proceeds is 100 percent for working capital.  For these loans, the primary collateral is inventory and receivables.  As stated above, however, such assets generally offer little value at liquidation.  If this collateral is insufficient to obtain a 100 percent LTV ratio, the lender/SBA must take such additional collateral, either fixed assets, other business assets, or secondary collateral, to reach the 100 percent LTV ratio.

The calculation of the LTV ratio must be based on “collateral value” and not market value.  The “collateral value” of an asset must be determined by estimating the amount expected to be realized if the lender took possession after a loan default and sold the asset after conducting a reasonable search for a buyer.  The lender must also deduct the estimated costs of taking possession, preserving and marketing the asset, less the value of any claims against the asset including superior liens to determine the collateral value.  Many lenders call this a “liquidation value.”  

When estimating the amounts and costs that make up “collateral value,” the lender must follow the same internal written policy and procedures it uses to determine liquidation value for its non-SBA guaranteed loans.  The lender must document in the loan file the policy and procedures it uses.  Small Business Lending Companies, which do not make non-SBA guaranteed loans, must have a written collateral valuation policy in place for loan making.  This policy must be consistent with commercial lending standards and is subject to review by SBA.

The SBA staff should review the information supplied by the lender and ensure that the source of valuation is fully documented for all loans processed in district offices and LowDoc Centers.    

Questions

Questions from lenders and other parties should be directed to the local SBA office.

Questions from SBA field supervisors should be directed to Mr. A. B. McConnell, Jr., at 

(202) 205‑7238, Chief of the 7(a) Program Branch.  

Hector V. Barreto

Administrator
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